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ACCOUNTING PRINCIPLES AND THE 
CURRENT CLASSIFICATION 


STEPHEN GILMAN 


NE minor bright spot in the whole 

tragedy of global war is to be found 
& in the temporary silencing of argu- 
" ments about accounting principles. Some 
» of these arguments with which we busied 
» ourselves before Pearl Harbor seem now to 
| be comparatively trivial. Obviously, it 
» would require high moral courage to pro- 
| mote a theoretical accounting argument in 
| these days when clients are trigger-tem- 
| pered and engrossed with grave issues. In 
| time of war we concern ourselves but little 
| with the comparability of profit and loss 
» statements, with technicalities relating to 
| distortion of figures, and similar trivia. 
| The industrialist who faces the certainty of 
> aswollen inventory at the end of the war is 
' in no mood to ponder finespun theories of 
inventory valuation. Nor does he see any 
| advantage in arguing pro and con as to the 
) theoretical legitimacy of offsetting, when 
| the relationship between.his current assets 
"and his current liabilities has become en- 
@ tirely askew from the impact of terrific 
taxation. 
» Fortunately for the writer, however, 
» there is one justification for a discussion of 
= @ccounting principles at this time. That 
| jistification is to be found in postwar plan- 
| Bing—a most useful phrase which invites 
| Us to philosophize in the midst of stark 
Tealities, 


One of the early postwar tasks to be 
faced by the accounting profession is that 
of resuming the search for accounting prin- 
ciples. That this is a “must” item seems 
apparent upon consideration of the alter- 
native, namely, elimination of the phrase 
“accepted principles” from the standard 
form of audit certificate or, even worse, the 
adoption of some definition of the word 
“principle” which does not conform to 
common usage. 


DEBATABLE ACCOUNTING PRINCIPLES 


Assuming that the search for accounting 
principles must be continued, it seems 
worth while to consider briefly a few re- 
maining areas of disagreement which still 
require exploration and discussion. 

Several of these are secondary in impor- 
tance. For example, some of us do not be- 
lieve that there are any principles of ac- 
counting according to our own under- 
standing of the word “principles,” and yet 
we might be willing to cease arguing on 
that point if agreement could be reached 
on more important issues. 

One stumbling block in the prewar search 
for principles was related to coercive legal 
influence and the extent to which laws or 
the rulings of regulatory bodies could be 
said to control accounting principles. In 
spite of some evidence to the contrary, I 


| 
| 
| 
7 
iq 


110 The Accounting Review 


gravely doubt whether any of us has ever 
really admitted that so-called accounting 
principles depend on the pronouncements 
of technically uninformed legislatures or 
courts. Under forecasted conditions of post- 
war controls and taxes this particular 
problem may settle itself by reductio ad 
absurdum. The difficulties of reconciling 
accounting principles with tax laws and 
rulings, for example, have already become 
insurmountable. 

The long-continued argument as to 
whether certain losses and gains should be 
reported in the profit and loss statement or 
carried to surplus still remains open for 
discussion. The current trend seems to 
favor their inclusion in the profit and loss 
statement. The combined statement of 
profit and loss and surplus, which dimin- 
ishes the importance of the issue, is also 
becoming more popular; hence we need ex- 
pect no insuperable difficulty in obtaining a 
reasonable final settlement of this particu- 
lar controversy. 


PRINCIPLES AFFECTED BY CURRENT 
CLASSIFICATION 


More serious, in my opinion, than any of 
the matters just referred to is the unfortu- 
nate influence of the current asset and cur- 
rent liability classification upon account- 
ing theory and practice. In this area we 
find a problem which, if not solved, will ef- 
fectively prevent any satisfactory codifica- 
tion of principles of accounting. 

The fundamental difficulty here seems 
to be one of viewpoint. It relates directly 
to one controversy which many of us 
thought had been settled, namely, the rela- 
tive importance of the balance sheet and 
the profit and loss statement. Certainly 
most of us have given lip service at least to 
the dominance of the profit and loss state- 
ment. Official publications of accounting 
bodies and considered opinions of leading 
accountants have supported the conclusion 
that the profit and loss statement is the 


primary report and that the balance sheet, 
to use another’s phrase, is but a link be- 
tween two successive profit and loss state- 
ments. 

Actions, however, often speak louder 
than words, and we now find ourselves in 
the uncomfortable position of having been 
detected in the simultaneous worship of 
both God and Mammon. It is suggested 
that no final agreement as to accounting 
principles can be obtained until we as ac- 
countants decide which is the true god. 
More specifically, it is suggested that the 
traditional balance-sheet classification of 
current assets and current liabilities con- 
flicts with two of our most fundamental 
profit and loss concepts, namely, the con- 
cept of matching costs with revenues and 
the concept of realization of revenues. 


ORIGIN OF CURRENT 
CLASSIFICATION 


In approaching the problem it seems 
necessary first of all to decide whether the 
current classification is an accounting 
classification. It seems to require little 
more than a superficial study to reach an 
adverse decision on this point. The current 
classification is primarily a classification 
for credit granting, which was popularized 
to meet the needs of credit men many 
years ago, at a time when single-entry book- 
keeping was probably more prevalent than 
double entry, when there was no well- 
organized internal accounting worth men- 
tioning, and when the statement of assets 
and liabilities furnished to creditors con- 
sisted substantially of estimates unsup- 
ported by anything approaching modern 
accounting records. 

For brevity of discussion we must be 
content with only a passing reference to 
the small utility of the current classifica- 
tion to such groups as investors, vendors, 
and managers in comparison with a large 
usefulness for the more influential bloc of 
credit analysts, namely, bank credit men. 
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In the early days referred to, the grant- 
ing of credit on the basis of the representa- 
tions of an applicant involved first of all 
the identification and measurement of all 
the applicant’s assets which were capable 
of speedy realization, and the comparison 
of such values with debts of early maturity, 
the result being expressed in terms of net 
working capital or, percentagewise, as a 
current ratio. Current assets usually, but 
not necessarily, consisted of (1) cash, (2) 
receivables, and finally (3) merchandise 
and other salable inventories. 

To the credit grantor, the inventory 
classification has been particularly trouble- 
some. The value of an inventory, using the 
word “value” from the peculiar viewpoint 
of the creditor, was definitely influenced by 
style factors and by varying degrees of 
marketability. Credit grantors looked to 
the accountant for informative help in 
these two respects but looked in vain, the 
accountant being neither an appraiser nor 
an expert in merchandising. 

We have almost forgotten how savagely 
the credit man of the preceding generation 
scaled down the inventory values reported 
by a credit applicant. That same credit 
grantor was a great believer in audits; but 
he was never able to persuade accountants 
to report the same kind of realizable or 
liquidating values that the credit grantor 
wanted to know about for his ultimate pro- 
tection in the contingency of customer in- 
solvency. 

The cost-or-market rule of inventory 
valuation, which already had some dubi- 
ous accounting significance, seemed to offer 
the best compromise between the view- 
point of the credit grantor and that of the 
accountant. Possibly from the credit view- 
point the accountant’s idea of market val- 
ues as going values was none too realistic 
and yet it has usually been satisfactory 
enough, since credit granting was, and to 
some extent still is, upon a rule-of-thumb 
basis. Thus, the arbitrary one-year re- 


quirement is a headache-causing hangover 
from the older days. The two-for-one cur- 
rent ratio was then, and still is, little more 
than a factor of safety to protect against 
overvalued inventories. 

Credit men, it should be noted, were ex- 
cellent friends of the accounting profession 
in its early days. The insistence of credit 
men upon audited statements contributed 
mightily to the growth of our profession. It 
is far from strange, therefore, that the con- 
cept of current assets and current liabili- 
ties fastened itself upon accounting prac- 
tice so early and so firmly. And yet, if we 
take a detached viewpoint toward the cur- 
rent classification we find it faulty in sev- 
eral respects. 


FAULTS OF CURRENT CLASSIFICATION 


The classification of current assets is bad 
classification from almost any viewpoint. 
The total of current assets is not homoge- 
neous, for it is built up of unlike elements 
and unlike values. 

While it has been generally accepted 
that figures for net working capital or per- 
centages representing current ratios pos- 
sess significance, such significance has 
never been satisfactorily proven. In fact, 
the few studies ever made of this subject 
seem to indicate that such ratios possess 
little significance except from the peculiar 
short-term-liquidation viewpoint of the 
credit grantor. An important survey made 
some years ago by the University of Illi- 
nois should be disillusioning to those who 
worship such credit indexes. 

Their value has become even less during 
these recent years of high taxes. Some of 
our leading corporations are now showing 
current ratios of less than two-to-one, a 
phenomenon which results from the inclu- 
sion among current liabilities of swollen 
tax accruals with offsetting cash funds or 
tax anticipation notes among the current 
assets—a development of importance in 
relation to the occasional current-ratio 
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requirements of some bond indentures. 

The most serious accusation, however, 
which can be leveled at the current classifi- 
cation is that the concept of value rather 
than that of cost is still inherent therein, 
a concept which disregards distortion of 
periodic profit and loss statements. 

Time permitting, numerous other ac- 
counting complaints against the current 
classification could be made, particularly 
with respect to the illogic of including cer- 
tain kinds of items and excluding certain 
others. 


ACCOUNTING INFLUENCE ON CURRENT 
CLASSIFICATION 


Accountants have not been unaware of 
complaints against the current classifica- 
tion nor have they been unaware of the 
need for reconciling this specialized credit 
concept with general accounting theory. 
Remedial measures which have been or are 
being proposed, however, do little to im- 
prove the situation from the accounting 
viewpoint, while at the same time they do 
much to diminish the credit utility of the 
current classification. For example, the 
work “market,” as used today in the 
phrase “cost or market,” often has little 
reference to the market value of interest to 
the credit man who is wondering what he 
could realize by dumping a customer’s in- 
ventory if that necessity should arise. 
What credit man can truly express a pas- 
sionate interest in any so-called market 
value which merely represents replacement 
cost? 

To the accountant it seems logical under 
certain conditions to exclude an early ma- 
turity of a long-term debt from the total of 
current liabilities. Similarly, it seems logi- 
cal to eliminate from current assets any 
cash held in anticipation of purchasing a 
fixed asset, even though that cash may be 
free cash and dedicated to its ultimate pur- 
pose only by intent. It seems equally logi- 
cal to exclude receivables arising from the 


sale of fixed assets. Finally, there is logic 
underlying the proposition that inventories 
in excess of one year’s normal require- 
ments should be excluded. These, however, 
are accounting viewpoints and are influ- 
enced by the concept of the going business, 
They disregard the fact that a good banker 
is a pessimist who dislikes to admit, even 
to himself, that a customer’s debts will be 
paid as the normal result of operations and 
who expects to impound cash from any 
source or liquidate inventories of any size 
if the occasion demands. 

This seems to be a point worthy of some 
amplification. 

When we listen to credit men talk in 
public or when we read their technical 
publications we are apt to get a false im- 
pression of credit granting. Such verbal or 
written evidence tends to mislead us into 
thinking of the typical credit man as being 
a kindly soul who is interested primarily 
in performing a public service and in as- 
sisting his customer to grow and prosper. 
Thus, bank publicity presents a picture of 
banking in terms of a service to business. 
While it would be both untrue and unkind 
to suggest that the banker is not a benevo- 
lent man or to imply that he does not hope 
that the borrower’s obligations may be 
paid as the result of successful operation, 
nevertheless there is one fundamental con- 
cept which absolutely controls every 
banker who is worth his salt. 

That concept refers to the banker’s re- 
sponsibility for his depositors’ funds. 

He regards himself, quite properly, as 
occupying a singular position of trust, and 
when he is in the process of negotiating a 
loan his sincere desire to render a service to 
business and to his community is somewhat 
dwarfed by an even greater desire to in- 
sure recovery of the funds he passes out. 
This is reflected in his eager interest in 
cash and near-cash assets, and in over- 
hanging liabilities. It is reflected in his 
coolness toward plant, machinery, and fix- 
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tures which cannot be quickly converted 
into money, and his tepid disinterest in the 
profitability of a customer’s operations in 
which his depositors cannot share. 

Long experience with over-optimistic 
borrowers has caused him to look with 
some suspicion upon their figures and rosy 
predictions. It would not be too unjust to 
say that in the process of negotiating a loan 
the banker often exhibits a faint trace of 
skepticism which finds expression in vigor- 
ous demands for collateral, including every- 
thing from the borrower’s life insurance 
down to his wife’s gold teeth. 

No real banker is going to surrender 
good dollars in anticipation of a meager 
3 per cent or 4 per cent return until he has 
satisfied himself that recovery of the funds 
depends upon something more tangible 
and more certain than figures, projected 
operating results, or promises. It is impos- 
sible to conceive of any lending transaction 
in which prayerful consideration is not 
given to the possible necessity for liquida- 
tion of the borrower’s affairs through con- 
version of collateral or forced sale of inven- 
tories. 

Accordingly, the banker wants to know 
about the cash value of insurance, about 
money dedicated to plant expansion, and 
about all marketable inventories regardless 
of whether they represent more than a 
year’s normal supply. Quite logically he 
considers such items as current assets 
without regard for the borrower’s intent or 
the accountant’s rules. 

Commendably, the accountant attempts 
to reconcile the irreconcilable, to justify 
the current classification as an accounting 
classification; but, less commendably, he 
ignores the fundamental fact that his ac- 
tual or proposed modifications of the cur- 
rent concept rob it of some of its remaining 
credit value. 


And what, in a large way, has been the 
result? 


CREDIT UTILITY OF ACCOUNTANTS’ 
FIGURES 


Almost any credit man will admit that 
he uses the accountant’s classification of 
current assets and current liabilities merely 
as the beginning of his own personal com- 
putation which may involve bringing into 
the figures certain items such as the cash 
value of life insurance, which the account- 
ant has omitted, or excluding from the fig- 
ures certain items, such as inventories of 
work in process in highly specialized enter- 
prises in which salesmanship is the domi- 
nating factor. The credit man’s computa- 
tions may, and often do, involve a sub- 
stantial scaling down of values, particu- 
larly of inventory values in the case of 
style goods or other items for which there is 
no broad market capable of absorbing 
large quantities of goods on forced sale. 

Thus, plain white paper in a publisher’s 
inventory may have a credit value far in 
excess of that same paper after printing. 
Because of the conventions of cost account- 
ing, we as accountants impute an added 
value to a publisher’s printed inventory. 
But unless the final product should turn 
out to be a best seller, like Carnegie’s 
How to Win Friends and Influence People, 
or Willkie’s One World, the credit man will 
suspect a lowering in the credit value of 
that same inventory. White paper, un- 
touched by printer’s ink, can be sold and 
sold quickly under distress conditions. 
Printed books are notoriously difficult to 
dispose of at forced sale. 


A SUBSTITUTE CLASSIFICATION 


It has been suggested that the current 
classification is not good classification, con- 
sidered either on its own merits or from the 
special viewpoint of accounting. A better 
classification, one which is mutually exclu- 
sive and which has accounting authority, 
is a classification which divides assets into 
three and only three major divisions: cash, 
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deferred charges to cash, and deferred 
charges to revenue. 

I hasten to deny any thought that such 
a classification should be employed in the 
actual preparation and presentation of bal- 
ance sheets. If the classification possesses 
merit it is only the merit of aiding clearer 
thinking. 

It appears that such a classification har- 
monizes with the modern emphasis upon 
the profit and loss statement rather than 
contradicting it as does the current classifi- 
cation. The classification helps to simplify 
certain problems of matching, both theo- 
retically and practically. It is of special 
value in relation to the two important 
categories of receivables and inventories 
since it is in tune with generally accepted 
concepts of realization of revenue, empha- 
sizing rather than ignoring the important 
elements of (1) transfer of title, and (2) the 
creation of a legal claim to cash. It dis- 
tinguishes sharply between those assets 
which are directly or indirectly intended 
for sale and those assets which result from 
a sale. 

A common example of a deferred charge 
to cash is the ordinary trade receivable. 
Characteristic of this particular asset is an 
assertion which might be questioned by a 
collection agency but which, for purposes 
of accounting reasoning, may be consid- 
ered true, namely, that the transition from 
a legal claim in the form of a receivable to 
actual cash itself is, generally speaking, an 
automatic transition. 

While trade receivables represent the 
most important example of deferred charges 
to cash, others, such as notes receivable 
and bonds, deserve mention. 


SIMILARITY OF INVENTORIES AND 
FIXED ASSETS 


The proposed asset classification groups 
inventories with fixed assets as being de- 
ferred charges to revenue. Fundamentally, 
both have the same relationship to revenue 


and income. Both represent costs “held 
over” to be applied against future revenue, 
Both have the same ultimate effect upon 
income, hence are logically of the same 
family; they should be valued consistently 
on a cost basis and should be matched 
against revenue according to the same 
general theory, even if not by the same 
procedure. 

Disregarding sudden obsolescence, spoil- 
age, theft, and similar types of loss, it 
seems clear that inventories and fixed as- 
sets make the same kind of negative con- 
tribution to income, a contribution which 
should be reasoned about on a harmonious 
and consistent basis. 

Flowing from this assumption that the 
resemblances between inventories and 
fixed assets are more important account- 
ingwise than the differences, it seems that 
(1) the cost of a necktie which is sold is not 
too different from the depreciation of the 
dealer’s showcase, and (2) the allocation of 
such costs to fiscal periods should be made 
not only on a strict cost basis but also 
without being influenced by the probability 
or improbability that such treatment may 
result in a net loss in any one accounting 
period. 

This assertion is almost certain to arouse 
indignant protest. In fact, I am quite sure 
that I would have little stomach for argu- 
ing the point with a war contractor with 
swollen inventories, who wishes to estab- 
lish an inventory reserve from his wat 
profits. I am wondering, however, whether 
such reluctance might not be due to lack of 
the courage tc press such an issue with @ 
man whose en.otions are strongly excited, 
rather than to any lack of conviction. Years 
ago depreciation was boo the basis 
of expediency and the an unts thereof 
were controlled by the size of profits. In 
many cases, if there was no profit there 
would be little or no charge for deprecia- 
tion. Had it not been for the helpful assist- 
ance of the income tax laws we might still 
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be arguing with clients regarding the pro- 
priety of charging off depreciation accord- 
ing to a predetermined plan. But this 
bridge, fortunately, has been crossed. 

We do not, or should not, over-depreci- 
ate fixed assets in one year merely because 
we think that the succeeding year may 
show a loss. By the same token it is diffi- 
cult to understand why we should justify, 
as an accounting principle, the absorption 
of part of the cost of an inventory prior to 
its sale because of a similar anticipation of 
future loss. 

It is submitted that we do so in the case 
of inventories not entirely because we do 
not recognize the essential similarity be- 
tween inventories and fixed assets, but be- 
cause of an overemphasis upon conserva- 
tism in relation to inventories that arises 
merely from the fact that inventories are 
in the current classification. Such overem- 
phasis leads to the absurd result that a dol- 
lar of cost representing a fixed asset and a 
dollar of cost representing merchandise are 
applied against revenue according to radi- 
cally different theories. 


MATCHING COSTS WITH REVENUE 


Thoughtful accountants have long been 
disturbed over the contradiction between 
(1) balance-sheet conservatism, and (2) 
the fundamental doctrine of matching 
costs and expenses with revenues. 

These men have seen how the balance- 
sheet conservatism of one period is offset 
by a lack of profit-and-loss conservatism in 
a succeeding period. It is suggested that 
this serious problem is, at least, half solved 
if balance-sheet conservatism is properly 
recognized in many cases as being the 
conservatism of a credit grantor rather 
than the conservatism of an accountant. 

It is further suggested that we can never 
complete a structure of accepted principles 
of accounting without basing such princi- 
ples upon a logical, consistent convention 
of matching costs with revenues, and fur- 


thermore that the matching problem can- 
not be satisfactorily solved so long as ac- 
counting is under the domination of the 
current classification. 


REALIZATION OF REVENUE 


Of less practical value perhaps, but still 
important because any sound body of 
theory must give effect to extreme cases, 
is the problem of realization. 

Deliberately simplified, the problem 
may be stated thus: Is revenue realized by 
the passing of title and the corresponding 
creation of any legal claim to cash, or must 
such a claim to cash conform to the credit 
man’s idea of a current asset? Eminent au- 
thorities have intimated that liquidity of 
a resulting receivable is a necessary pre- 
requisite to the reporting of revenue. 
Eliminating from present consideration 
the special treatments permitted in install- 
ment sales, long-term contracts, and the 
like, it seems safe to say that most ac- 
countants would regard liquidity of the 
receivable resulting from a sale as an es- 
sential factor in the recognition of realized 
revenue. And yet it is difficult to see why it 
would be proper to recognize revenue when 
the sale resulted, let us say, in a note re- 
ceivable for 11 months and refrain from 
doing so if the life of the note was 13 
months. The distinction between the two 
notes is purely a credit distinction based 
upon the familiar one-year rule of thumb. 

In fact, liquidity has been held so im- 
portant in relation to revenue realization 
that some authorities have gone so far as 
to recognize revenue and income as being 
created by certain transactions which are 
no more than barter. 


BARTER 


As an extreme case, consider the mer- 
chant who sells a suit of clothes to a cus- 
tomer and for some obscure reason of his 
own accepts in exchange a share of Gen- 
eral Motors stock. Because General Mo- 
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tors stock is listed and has an active mar- 
ket, it can definitely be characterized as a 
liquid asset. However, no revenue results 
from such a transaction, income tax au- 
thorities notwithstanding. It is barter pure 
and simple, hence it is utterly impossible 
to determine which of the parties thereto 
is the seller and which the purchaser. Since 
it has been long recognized that income 
never can be realized by the act of pur- 
chasing, it should be clear that any trans- 
action of the type referred to cannot result 
in income. And yet we may infer from some 
of our technical reading that because the 
General Motors stock is so highly liquid it 
would be proper to recognize the realiza- 
tion of income in connection with such a 
transaction, but improper to do so if the 
suit of clothes had been exchanged for a 
long-term promissory note. 

As justification for spending even a few 
minutes upon a point which appears to 
have so little practical value, it may be re- 
peated that at times theory can be tested 
only by an extreme example. If theory 
does not stand up under such a test, sus- 
picion is aroused that the theory does not 
furnish a sound foundation for any super- 
structure of accounting principles. 


CONCLUSION 


While we may conclude that the current 
classification is poor classification, and 
furthermore that it is not inherently an 
accounting classification; while we may 
agree that it has exercised a disturbing 
influence upon two of the most important 
accounting fundamentals, namely, the 


concept of matching and the concept of 
realization; nevertheless, we are not left 
with the undesirable alternative of aban- 
doning it entirely. Such an alternative in- 
vites rejection, the current classification 
having too long been featured in corporate 
balance sheets. It has been suggested, 
however, that the current classification 
may be retained at the same time that its 
disturbing effect upon profit and _ loss 
statements is eliminated. 

The use of parenthetical disclosure has 
previously been mentioned as one method 
of accomplishing this end. A survey among 
bank credit men, reported by me in the 
Journal of Accountancy a year or so ago, 
indicated little opposition to parenthetical 
disclosure of values other than cost. 

It is believed that equally satisfactory 
results might be obtained by reporting 
current assets and current liabilities in the 
form of a schedule accompanying, and 
reconciled with, the balance sheet. It is 
likely that such an exhibit might be wel- 
comed by credit grantors and investment 
analysts, since the items and the values 
shown in such a schedule could be so pre- 
sented as to provide the greatest credit 
utility. 

The adoption of such a plan would justify 
elimination of the current classification on 
the balance sheet itself, would permit the 
exercise of sane conservatism consistently 
applied to all asset items, particularly fixed 
assets and inventories, and would thereby 
remove one important cause of distortion 
in periodic profit and loss statements. 
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TERMINATION AND RENEGOTIATION 


Victor H. STEMPF 


tain the spotlight of immediate in- 

terest. Both affect the stability of 
industry. Both require careful thought in 
financial reporting. 

The transition from war production to 
civilian work will require relatively prompt 
and orderly resumption of peacetime busi- 
ness, to avoid the danger of mass unem- 
ployment. War production will not stop 
abruptly, but it will surely taper off more 
quickly than civilian production will ac- 
celerate. A decline in the production index 
during the transition seems inevitable. 

The prompt settlement of cancelled war 
contracts, the speedy disposal and conver- 
sion of war inventories and facilities, and 
the equitable determination of genuine re- 
tained profits of the war years are all the 
more vital to the survival of American in- 
dustry. 


sine and renegotiation re- 


WAR CONTRACT TERMINATION 


Uniformity of procedures and the fixing 
of responsibility for the settlement of can- 
celled war contracts remain major issues 
between government and industry. 


Fundamental Principles 


Early in the spring of 1943, the Ameri- 
can Institute of Accountants submitted 
recommendations which still are prophetic 
of the pattern which settlements will prob- 
ably follow. 

The Institute’s Committee on War Con- 
tract Termination advocated the settle- 
ment of claims by negotiation between 
contracting officers and contractors, be- 
lieving that this method should assure 
quicker settlements than would otherwise 
be possible. 

It fostered a policy of dealing with ter- 
Minations on the basis of total cost and 


reasonable profit, treating as partial pay- 
ments amounts paid on account of deliver- 
ies. It opposed allocation of costs between 
finished and unfinished portions of can- 
celled contracts, believing that the difficul- 
ties of acceptable apportionment preclude 
the use of that method in many cases. 

The Committee advocated the use of a 
reasonable rate of profit for the whole con- 
tract, after due consideration of the indi- 
cated rate for the early stages of the con- 
tract. 

It urged the allowance of a proper pro- 
portion of ordinary going-concern expense, 
such as institutional advertising, research 
and development, Federal capital-stock 
tax, and interest, emphasizing that such 
expenses are necessary to the continued 
existence of corporations. 

It is obvious that the total allowance to 
a prime contractor and his subcontractors 
should not exceed the total of the prime 
contract. Also, prime and subcontractors 
have rights and obligations, arising from 
their relationships, which differ from those 
between a prime contractor and the gov- 
ernment. 

Nevertheless, the Committee urged a 
broad participation by government in the 
audit of subcontractors because of the 
many practical business difficulties which 
would result were that duty placed solely 
upon prime contractors. 

The Committee insisted that the same 
principles which govern allowable costs 
should apply to both contractors and sub- 
contractors. 

It strongly urged substantial partial 
payments. 

It also urged that prescribed accounting 
procedures relating to the audit of claims 
be integrated with general termination 
procedure. 
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Government Regulation and Jurisdiction 


The WPB Procurement Policy Board 
recognized in 1942 that the several pro- 
curement agencies were developing in- 
numerable and lengthy clauses and regula- 
tions to govern contract termination which 
were creating conflict and inconsistency, 
and would lead to ultimate chaos. At that 
time the Administration had not yet de- 
termined where final responsibility for 
termination settlements would rest. Within 
the several agencies there was a continuous 
shift in personnel, as well as evidence of 
dissension between administrative units 
and personnel. To the WPB Procurement 
Policy Board, it seems, must be given the 
credit for initiating a movement to create 
uniform termination clauses and regula- 
tions that could be incorporated by refer- 
ence in any war contract. Early in July, 
1943, the Procurement Policy Board is- 
sued a draft of a proposed Standard Ter- 
mination Article. That accomplishment 
seems to have blown the starting whistle in 
a free-for-all scramble among the agencies 
to grasp the dominant position. That 
draft stimulated procurement agencies to 
improve their separate clauses and regula- 
tions. 

By August, 1943, the War Department’s 
Procurement Regulation 15 and the Ter- 
mination Accounting Manual were issued; 
both of these documents were, no doubt, 
in course of preparation for some time. The 
Termination Regulation is a product of the 
Army Service Forces, Termination Branch, 
Purchases Division, whereas the Account- 
ing Manual was developed by Army Serv- 
ice Forces, Audit Division. In passing, it 
is obvious that there must be essential 
agreement and codrdination between fiscal 
and procurement officials if sound termi- 
nation procedure is to be established. 

The philosophy of the Navy in this mat- 
ter is, no doubt, fundamentally the same 
as that of the Army. Certainly there is no 
substantial difference in their concepts of 


cost. Their respective problems differ in 
size only, i.e., the number of contracts and 
the number of contracting officers. The 
organization of the Navy is much smaller 
and, therefore, far more centralized. 

In the middle of October, 1943, there 
was formed an interdepartmental com- 
mittee on contract termination under the 
supervision of War Mobilization Director 
Byrnes. In due course B. M. Baruch was 
appointed to take charge of a special unit 
in the Office of War Mobilization to deal 
with war and postwar adjustment prob- 
lems, and John M. Hancock, associated 
with Mr. Baruch in that unit, became 
chairman of the Joint Contract Termina- 
tion Board comprising representatives of 
the several departments. 


The Joint Contract Termination Board 

On January 8, 1944, the Joint Contract 
Termination Board, with the approval of 
Mr. Baruch, issued a directive entitled 
“Uniform Termination Article for Govern- 
ment Fixed Price War Supply Contracts 
and Statement of Principles for Determi- 
nation of Costs Thereunder,” copies of 
which were reproduced by the American 
Institute of Accountants and distributed 
promptly. Primarily, it established uni- 
form policy and procedure for the future, 
and optionally for existing contracts. It is 
relatively concise and leaves details to be 
worked out through regulations. The War 
Department’s Procurement Regulation 15 
and its Termination Manual continue in 
effect and have been amended to incor- 
porate the uniform termination article of 
the Baruch Committee and the accom- 
panying statement of principles for termi- 
nation of costs thereunder. The directive 
issued by the Joint Contract Termination 
Board supports completely the principle of 
negotiated settlement with full authority 
vested in contracting officers; it makes 
partial payments mandatory; and, gen- 
erally, it is in harmony with the recom- 
mendations of the Institute. 
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As compared with Procurement Regu- 
lation 15, the so-called Baruch “Cost Defi- 
nitions” are generally more liberal; they 
specifically add the restriction regarding 
items covered and evidenced in renegotia- 
tion. Presumably the Joint Contract Ter- 
mination Board will issue cost interpreta- 
tions from time to time as required. 

The new Article provides for settlement 
by formula if negotiation fails. It estab- 
lishes a limitation of profit to 2 per cent of 
the cost of raw materials, and an over-all 
limitation of 6 per cent on the aggregate of 
raw materials and work in process, adding 
that “... obviously no profit will be al- 
lowed except on work done or costs in- 
curred.” 

As a guide to the ascertainment of costs, 
there has been provided the aforemen- 
tioned Statement of Principles for Deter- 
mination of Costs. That statement refers 
to “recognized commercial accounting 
practices” as the basic standard, thereby 
emphasizing reliance upon generally ac- 
cepted accounting methods followed in 
industry rather than special rules pre- 
scribed by government agencies. 

Interest on borrowings, previously re- 
stricted, is now an admissible cost; 
whereas costs charged off in a period cov- 
ered by renegotiation are excluded from 
the termination settlement if a renegotia- 
tion refund was made, or to the extent that 
such charging off avoided such a refund. 

Experimental, research, engineering, de- 
velopment, and advertising costs and ex- 
penses are specifically allowed under rea- 
sonable limitation, as are also settlement 
expenses, initial costs, and costs of protec- 
tion and disposition of property. 

Specifically excluded are: (a) losses on 
other contracts, or from sales or exchange 
of capital assets; fees and other expenses of 
reorganization or recapitalization, anti- 
trust or Federal income tax litigation; 
losses on investments; provisions for con- 
tingencies; and premium on life insurance 


if the contractor is the beneficiary; (b) con- 
version expenses other than those incurred 
to permit use of facilities for the perform- 
ance of the contract; reconversion costs 
are excluded; (c) amounts due to wilful or 
negligent failure to discontinue the incur- 
ring of expenses after termination; (d) 
costs incurred beyond the requirements of 
fulfilling the contract; (e) costs related to 
a renegotiated period, as previously men- 
tioned. The statement concludes with a 
caution that the fact that any item of cost 
is not mentioned in the document does not 
imply that it should be included or ex- 
cluded. 


The General Accounting Office 


On September 20, 1943, the Comptroller 
General requested Congress to confirm the 
right of the General Accounting Office to 
approve all termination settlements before 
they should become final. That question is 
still not conclusively settled, although 
strong objection has been voiced by indus- 
try and the procurement agencies. As late 
as Thursday, February 3, 1944, the House 
Military Affairs Committee voted 13 to 7 
to vest final authority over terminations in 
the procurement agencies, and in so doing 
denied the request of the Comptroller 
General. At the annual meeting of the 
American Institute of Accountants in 
October, 1943, the Council adopted a reso- 
lution opposing such procedure, which was 
forwarded to all parties at interest in 
Washington. 

Subsequently, the Institute was repre- 
sented by one of its officers at hearings on 
this subject before the Murray Commit- 
tee. 

The problems are primarily industrial 
accounting problems; the legal aspects are 
essentially those familiar to accountants in 
industrial transactions; but the penny- 
snatching, detailed voucher-checking to 
which the General Accounting Office is 
accustomed has no place in the termination 
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tangle, where the major difficulties involve 
a working knowledge of the application of 
generally accepted principles of accounting 
and a reasonable comprehension of the in- 
tricacies of cost allocation. 


Urgency of Prompt Settlement 


Dispatch, with reasonable safeguards, 
must be the watchword of such settle- 
ments; and this is the announced intent of 
the Joint Termination Board. The back- 
ground, ability, and foresight of the tech- 
nical accounting staffs of the Army and the 
Navy assure a competent, stern, but equi- 
table supervision of termination settle- 
ments. Certainly, business realizes the 
urgent need for speed. The public interest 
demands that no avoidable impediment 
be placed in the way of prompt and con- 
clusive settlements. 

Administration should remain in the 
hands of contracting agencies with clear 
authority to make final and conclusive set- 
tlements within the framework of policies 
established by the Joint Contract Termi- 
nation Board or any authority which may 
succeed it. Such settlements should not be 
subject to intervention by the General 
Accounting Office except in cases of sus- 
pected fraud. 

On November 16, Senator George stated 
that legislation would be drafted to pro- 
vide a “legal basis” for the new OWM 
unit, set up under Mr. Baruch. 


The Murray-George Bill 


There are, in fact, several bills before 
both houses of Congress which are de- 
signed to fix by law the authority to effect 
termination settlements. It seems that the 
spearhead of such pending legislation is 
Senator Murray, Chairman of the Senate 
Small Business Committee and also Chair- 
man of the War Contract Termination 
Sub-Committee of the Senate Military Af- 
fairs Committee. Senator Murray has said 


repeatedly that “.. . the intelligent solu- 
tion of the problem is a condition prece- 
dent to any orderly reconversion of indus- 
try to a peace economy.” His Committee 
on War Contract Termination and Senator 
George’s Postwar Planning Committee are 
jointly preparing an omnibus contract-ter- 
mination bill which will undertake to meet 
all the basic questions. Senator Murray 
has stated: “It will provide a comprehen- 
sive plan for prompt and equitable settle- 
ment of all claims arising from terminated 
war contracts as well as adequate financing 
during the period between termination and 
final settlement.” 

In a speech before the Screw Machine 
Products Institute in New York on Janu- 
ary 28, 1944, Senator Murray outlined the 
provisions of the bill pending before the 
House Committee on Military Affairs 
(S-1718), which may be paraphrased un- 
der five general headings: 


(1) It will create a Director of Contract Ter- 
mination Settlements to codrdinate the 
termination operations of all contracting 
agencies. He is to promote company settle- 
ments, decentralized administration, simple 
record-keeping and report forms, and train- 
ing of appropriate personnel both within 
and without government. He is directed 
to assist the Smaller War Plants Corpora- 
tion in protecting smaller contractors. He is 
to provide for adequate advance notice 
before termination and for consultation 
with war contractors through advisory 
committees. He is to report quarterly to 
Congress. 

(2) The relations between contracting agencies 
and the General Accounting Office are to be 
completely clarified. Contracting agencies 
are to be given power to negotiate final set- 
tlements under policies prescribed by the 
Director. The General Accounting Office 
shall examine records for fraud, but may 
not withold payments. Such cases must be 
reported to Congress, the Termination 
Director, and the Department of Justice. 
Severe penalties will be provided for mis- 
representation or fraud. 

(3) The Bill recognizes the need for continuous 

Congressional surveillance and provides 
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that appropriate committees shall fulfill 
that purpose. 
The Bill will provide for adequate interim 
financing through partial payments and 
loans. Mandatory advance payments are 
provided, not to exceed 90 per cent of 
claims. The contracting agencies, the 
Smaller War Plants Corporation, and the 
RFC are authorized to make or guarantee 
termination loans. Here, too, penalties are 
provided for interim financing of excessive 
claims (in substance involving 12 per cent 
per annum). Incidentally, contractors are 
to be allowed interest at 3 per cent per 
annum on claims allowed, accruing sixty 
days after filing. 

(5) The Bill will provide for quick and equi- 
table settlements with subcontractors and 
suppliers (a matter not covered in the pres- 
ent directive issued by the Joint Contract 
Termination Board). 


+ 


Senator Murray then discussed some of 
the provisious concerning subcontractors 
and suppliers and indicated the following 
objectives. 


(a) Contracting agencies will be authorized to 
compute payments on the basis of percent- 
age of completion wherever practicable. 

(b) Fullest advance notice before termination 
—perhaps 30 days maximum. 

(c) Legal barriers to company settlements are 
to be swept aside, and agencies will be di- 
rected to develop bases for carrying out 
company settlements to the fullest extent 
feasible. 

(d) Contracting agencies are to be directed to 

control payments to prime contractors in 

such manner as to guarantee payments to 
subcontractors. 

Subcontractors are to be able to appeal to 

contracting agencies against decisions of 

prime contractors. 

(f) Subcontractors are to be protected from 
bankrupt prime contractors, and against 
prime contracts cancelled because of de- 
fault. 

(g) Provision is to be made for authorizing 
prime contractors to make final settlement 
with subcontractors without delays in- 
volved in government audit. 

(h) Provision is to be made for contracting 
agencies to settle directly with subcon- 
tractors when necessary; entailing perhaps 
the purchase of the subcontractors’ claims. 


Disposition of War Inventories and Facili- 
ties 

In the transition from war to peace, 
many finely balanced problems of conver- 
sion of facilities, materials, and man power 
will arise which will require codrdination, 
the establishment of an over-all pattern, 
and administrative machinery to move 
quickly and in close codéperation with in- 
dustry. 

There is at present no adequate, coér- 
dinated machinery to implement the ex- 
peditious disposal of facilities and mate- 
rials. In some cases, cancellations have al- 
ready impeded continued fabrication, by 
reason of the “traffic jam” within plants. 
Photographic evidence of this fact is avail- 
able, demonstratizg the urgency of the 
problem, which will become more and 
more pressing as time marches on. A re- 
lated problem is the disposal of govern- 
ment equipment in private plants. 

The decks must be cleared to enable 
prompt resumption of civilian production. 
Before the latter can begin, in many cases, 
facilities for peacetime production must be 
reinstalled, realigned, tested, and adjusted, 
to assure smooth operation. Space is needed 
both for equipment and materials—not 
new space, but that now occupied by facili- 
ties and materials for war production. 

Senator George’s Postwar Planning 
Committee is grappling with these prob- 
lems. In some respects the report issued by 
this Committee on February 9, 1944, em- 
phasized the serious implications of these 
problems from both social and economic 
viewpoints, and in no uncertain terms rec- 
ommended the return to Congress, at the 
termination of hostilities, of the vast 
emergency powers delegated to the Execu- 
tive Branch of Government during the 
war emergnecy. The present situation is 
serious, if not alarming. 

The procurement agencies seem to be 
taking a definite stand against the physical 
transfer of materials or products to the 
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government as an incident of termination; 
they seem to insist that contractors shall 
take over or dispose of such materials and 
products to the end that the agencies may 
pay for the loss thereby entailed; but no 
agency seems willing or able to authorize 
such dispositions. 

There is urgent need for prompt legisla- 
tion to resolve the dilemma. 


Principles and Practice 


One may speak rather glibly about the 
principles of termination settlements, but 
the appalling amount of meticulous detail 
that underlies the preparation of claims 
should not be underestimated. There is 
a decided difference between one small 
government contract and the other ex- 
treme involving literally thousands of con- 
tracts, multiplicity of products, and both 
war and civilian customers. The time re- 
quired for contractors themselves to pre- 
pare accurate claims may well become the 
greatest single factor in the delay of set- 
tlements. Industry must organize its own 
staffs to assure prompt preparation of 
claims. 


Financial Reporting 


In peacetime, cancellations are usually 
negligible in relation to other components 
in financial statements. Now they are as- 
suming significant proportions and becom- 
ing increasingly substantial in amount. 

In the midst of the battle about policies, 
principles, and jurisdiction over termina- 
tion settlements, little thought has been 
given to the disclosure of termination 
claims in year-old financial statements. 

When cancellations occur, there is a defi- 
nite change in the relationship between 
contracting parties which requires expres- 
sion in the accounts. In the normal course 
of events, work in process becomes finished 
product and changes into accounts receiva- 
ble through delivery and billing. However, 


upon cancellation of contracts, work in 
process becomes relatively static as one of 
the components which measure the right 
of action against the customer. The real 
native and extent of that right of action 
are relevant facts which require disclosure 
in financial reporting. 

The recoverable factors have been de- 
scribed in the foregoing comments dealing 
with the standard termination articles, 
How much is the contractor entitled to 
recover respecting the uncompleted por- 
tion of the contract? How should that to- 
tal claim be expressed in the financial 
statements, pending consummated settle- 
ment? 

It is generally recognized that conditions 
measurable with reasonable approximation 
should be reflected in the accounts in finan- 
cial statements. 

At the same time, the contractor should 
avail himself of explanatory notes to de- 
scribe the circumstances under which the 
situation arose, its present status, any con- 
tingencies which may modify the consum- 
mation, and the principles followed in the 
accounting. 

As the feasibility of credible approxima- 
tion becomes more remote, a less conclu- 
sive position may be reflected in actual 
accounts, coupled with greater reliance 
upon explanatory notes to point out inde- 
terminable factors. 

Working from the foregoing postulates, 
ordinarily it should be practicable for the 
contractor to make a representation con- 
cerning the total prospective proceeds of 
pending termination settlements. In fact, 
he is not in a position to negotiate a settle- 
ment until he submits a claim setting 
forth the aggregate amount to which he 
believes himself to be entitled. 

To the extent that the claim as filed may 
indicate a loss (by comparison with related 
book accounts), provision should be made 
for that loss in the period in which termi- 
nation occurs. 
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On the other hand, to the extent that the 
calculated proceeds of the claim may ex- 
ceed the aggregate related book amounts, 
an unrealized gain is indicated, pending 
negotiated settlement, which, it seems, 
should be deferred until consummation of 
the settlement occurs. 

In other words, generally accepted ac- 
counting principles require provision for all 
foreseeable costs and losses applicable 
against current revenues. On the contrary, 
the fundamental test of profit is realiza- 
tion, in the sense of reduction to cash or a 
right to demand cash from a solvent 
debtor. The accounting for income departs 
from the theory of realization only when 
realization is so well assured as to justify 
accrual. 

Thus, in the case of coupon interest re- 
ceivable, income is accrued at interim dates, 
when collection at coupon date is reasona- 
bly assured; but when such securities are 
in default, accrual ceases, and income is 
booked only if, as, and when collected. 

In the case of termination claims, the 
cause is just, the amount determinable, and 
the debtor quadruple A, but the settlement 
is still to be negotiated. The history of set- 
tlements in World War I and thus far in 
the present war cast sufficient doubt upon 
ultimate avails to require that the contem- 
plated gain shall be deferred until realized 
by conclusive settlement. 

It seems, therefore, that (1) work-in- 
process and raw materials accounts should 
be relieved of charges relating to termina- 
tion settlements under negotiation, by trans- 
fer to a current asset account bearing that 
descriptive title; (2) the account should 
also include charges for allowable adminis- 


‘trative overhead; (3) reasonably allowable 


profit should also be included. There may 
be in addition other charges such as un- 
amortized balances of equipment costs, 
etc., specifically incurred as part of the 
cost of the contract, as well as subsequent 
charges for post-termination costs and 


costs of settlement. There may be offset- 
ting credits for payments on account. 

Administrative overhead is generally 
treated as a period cost in normal times, 
and not as a product cost, although it is 
contractually allowable as a product cost 
in most war business. For general account- 
ing purposes it should be charged off as a 
period cost on a consistent basis. 

When introduced as an element of the 
claim, it should be carried to deferred in- 
come as a factor of the contemplated gain, 
if any, upon consummation of the settle- 
ment; likewise, the factor of reasonable 
profit included in the claim should be car- 
ried to deferred income. 

The foregoing suggestions are offered 
tentatively for debate. These questions 
must be resolved in the hope that some 
degree of uniformity may prevail in the 
financial reporting of industrial companies. 
These proposals involve problems in taxa- 
tion, renegotiation, and corporate policy. 

There are collateral questions of minor 
importance. Should the net result of a con- 
cluded settlement be treated as “other 
operating income”’ or “other operating de- 
ductions,” as the case may be? Or should 
the elements of the settlement be sepa- 
rated as factors of sales and cost of sales? 
Disclosure is, of course, the essential fac- 
tor. Is a terminated contract an unfilled 
order? Should its consummation by nego- 
tiated settlement affect gross billings? 

It is probably true that in ordinary times 
cancellation settlements in the regular 
course of business have been cleared 
pursuant to established billing routine 
through sales and cost of sales. The present 
exceptional significance of large cancella- 
tions may warrant careful reconsideration 
of the subject. 

Sales, or gross billings as they are ordi- 
narily called in industrial companies, relate 
to deliveries to customers of finished prod- 
ucts or parts at contractual prices. Termi- 
nation relates to cancellation of orders, 
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discontinuance of production, and settle- 
ment for unfinished product. It is true that 
the settlement will probably involve trans- 
fer of title to work in process and raw ma- 
terial; there may be some finished parts, 
but it is more or less incidental that these 
are “sold” as such. 

All circumstances considered, it seems 
that a termination settlement of the size 
that is now common is a transaction which 
differs distinctly from a sale in ordinary 
course of business, and as such requires 
separate and specific designation in finan- 
cial reporting. 


Interrelation of Termination and Renego- 
tiation 


Price Adjustment Boards seem to as- 
sume that they have the right to include 
termination factors in renogiation. Prob- 
ably, as terminations become increasingly 
significant, these Boards will require sepa- 
rate reporting of these factors in order that 
the problem may be properly appraised. 
Obviously, if termination profits are in- 
cluded in renegotiable profits, the base 
used to compute the percentage of retained 
profit must be adjusted commensurately. 
There is some justification, on the other 
hand, for viewing terminated contracts in 
the same light as CPFF contracts, and for 
segregating and excluding them from re- 
negotiable business. However, there are 
reasonable grounds for assuming that the 
Price Adjustment Boards calculate the 
reasonable percentage of retained profits 
on cost—not on sales—and that the re- 
ported percentage of retained profit on 
sales is merely a translation of results 
otherwise determined. This being so, it 
must be to the obvious advantage of con- 
tractors, and rightly so, to include the 
costs of terminated contracts in the aggre- 
gate costs of renegotiable business. 


RENEGOTIATION OF WAR CONTRACTS 


There is no need to review the detailed 


provisions of the Renegotiation Act. Most 
businessmen, and particularly account- 
ants, have had to deal with it. Much has 
been written on the subject. The amend- 
ments introduced in the Revenue Act of 
1943 are, however, of immediate interest, 

The House Naval Affairs Committee 
held hearings during June, 1943. Its con- 
clusions were summarized in a report 
dated October 7, 1943. 

The House Ways and Means Committee 
also held hearings during September and 
October, 1943. It floundered over its own 
report, and struck repeated snags in draft- 
ing amendments. 

Renegotiation met relatively the same 
fate in the Senate as in the House. The 
Senate Finance Committee took the sub- 
ject apart, and for a time it looked as 
though renegotiation would become a mere 
shadow of itself; but the Price Adjustment 
Boards marshalled their forces, and con- 
vinced the Senators that approval should 
be given to policies previously adopted by 
the Price Adjustment Boards. The com- 
promise effected in the Joint Conference 
Committee broadly retained the provisions 
approved by the Administration and threw 
out those which the Price Adjustment 
Boards opposed. The most important 
change is the added measure of protection 
afforded contractors generally by express 
provision for court review. The Bill was 
returned to both Houses on February 7 
and was speedily enacted as part of the 
Revenue Act of 1943. 


Present A pplication 


Renegotiation now applies to prime 
contracts and subcontracts of the War, 
Navy, and Treasury Departments, the 
Maritime Commission, the War Shipping 
Administration, the Defense Plant Cor- 
poration, the Metals Reserve Company, 
the Defense Supplies Corporation, and the 
Rubber Reserve Company. 
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New Exemptions 

As advocated by the Departments for 
some time, the floor of renegotiable busi- 
ness has been raised from $100,000 to 
$500,000. Moreover, construction con- 
tracts awarded by competitive bids are 
now exempt. 

The status of standard commercial ar- 
ticles, which ran the gamut of divergent 
views in both Committees, has been 
settled by affording the Board discretion- 
ary authority to exempt contracts and sub- 
contracts in regard to such articles, if in 
the opinion of the Board competitive con- 
ditions are such as to assure reasonable 
protection against excessive prices. In ad- 
dition, such discretion is also authorized 
to exclude contracts, whether they relate 
to standard commercial articles or not, if 
effective competition seems assured, or if 
the Board believes it impracticable to de- 
termine and segregate profits between 
renegotiable and nonrenegotiable sales. 
The new exemptions apply to fiscal years 
ended after June 30, 1943. 


Retroactive Amendments 


Price Adjustment Boards advocated the 
exemption of agricultural and dairy prod- 
ucts, not beyond the first form or state in 
which they are customarily sold; but they 
opposed exemption of such products be- 
yond that stage. Retroactive exemption 
of these products in the prime stage is 
provided in the Act effective April 28, 
1942, and, as in the case of natural de- 
posits, similar retroactivity is granted re- 
specting the cost allowance (substantially 
equivalent to the prices at which they are 
sold in the first form or state) to those 
who process such products, or timber, or 
natural deposits, beyond such first form 
or state. 

One other amendment becomes retro- 
active to April 28, 1942, namely, that 
which permits a redetermination of ac- 
celerated amortization under certificates 


of necessity. This is a change which was 
opposed by the Price Adjustment Boards. 
The provision does not postpone capture 
of alleged excessive profits by Price Ad- 
justment Boards in the first instance, but 
contemplates a subsequent rebate to the 
contractor of a part of such excessive 
profits previously paid to the government. 
The allocation of additional amortization 
to renegotiated contracts shall be gov- 
erned by regulations prescribed by the 
Board, and the amount of recovery to 
which the contractor may be entitled is 
defined in phraseology too complex to dis- 
sect for the present purpose. Suffice it to 
say that the principle is recognized and is 
tied into the ultimate redetermination of 
accelerated amortization allowed for tax 
purposes. Any and all closed renegotia- 
tions, apparently, are subject to this re- 
computation and adjustment. 


Definition of Excessive Profits 


The Act defines excessive profits as: 


“the portion of the profits derived from contracts 
with the Departments and sub-contracts which is 
determined in accordance with this section to be 
excessive.” 


The section then proceeds to specify the 
guiding standards of efficiency, risk, con- 
tribution, etc., which conform in general, 
with those already prescribed in the joint 
statement of principles issued by the De- 
partments. Only one of these is new: 

“such other factors the consideration of which the 
public interest and fair and equitable dealing 
may require, which factors shall be published in 


regulations of the Board from time to time as 
adopted.” 


The history of this item is that it brushes 
off the important subject of reconversion 
reserves, which had a checkered career in 
both the House Ways and Means Com- 
mittee and the Senate Finance Committee, 
for purposes of both taxation and renego- 
tiation. The present form agrees with the 
House measure, which was changed at the 
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last minute by the Ways and Means Com- 
mittee. In a prior draft by that Committee 
the provision read: 


‘Potential financial burden to reconvert to peace- 
time operations.” 


It seems quite certain that the Board will 
not consider the present form a mandate 
to allow provisions for reconversion costs. 
This is a pity, because those costs which 
reasonably and properly relate to the war 
years should be provided for in those years 
in the determination of genuine profits; 
without such provision, the profits sub- 
jected to both taxation and renegotiation 
are fictional profits. It follows that with- 
out such provision, the “take” of the 
government is confiscatory. 


Allowable Deductions 


The prior Act required “recognition of 
income tax exclusions and deductions.” 
A last-minute change in the House rein- 
stated this phraseology in lieu of a provi- 
sion that would have required the compu- 
tation of profits “in the same manner” as 
for income tax purposes, including amort- 
ization. The new Act overcomes objections 
to both of the aforementioned phrases by 
saying that: 

“all items estimated to be allowable as deductions 
and exclusions under Chapters 1 and 2E of the 
Internal Revenue Code (excluding taxes measured 


by income) shall, to the extent allocable . . . be 
allowed as items of cost.” 


It will be recalled that not every item 
allowed for tax purposes was allowed for 
renegotiation under the prior Act as ad- 
ministered. There were two modifying 
terms: “properly applicable” and “of the 
character.’”’ In case items were allowable 
for tax purposes but were precluded by 
T. D. 5000, the Boards “‘recognized” but 
nevertheless “disallowed” them. Special 
amortization was “recognized” but wholly 
or partially “disallowed”; or accelerated 
depreciation may have been allowed in- 
stead. 


A “required” computation of profits 
‘in the same manner” as for income tax 
purposes might have been catastrophic. 
The Price Adjustment Boards have fol- 
lowed generally recognized accounting 
principles. Heaven forbid that they should 
abandon them in favor of abortive tax 
accounting rules! 

As to the present form, one may well 
wonder as to the significance of the phrase 
“estimated to be allowable.” Yet, to have 
said “allowed for tax purposes” would have 
posed an enigma as to whether tax returns 
would have to be audited first; such is 
obviously not the intent. Clearly the in- 
tent is to preclude disallowing for purposes 
of renegotiation deductions which are 
clearly allowable taxwise. The regulations 
of the Board as to this point should be 
watched with care. 

The Act refers to the methods of cost 
accounting regularly employed by the 
contractor, but at the same time leaves the 
gate open for redetermination of methods 
by the Board or Tax Court. Is the Tax 
Court going to apply tax accounting rules? 
It seems that it would have been far more 
satisfactory to have substituted a specific 
reference to adherence to generally ac- 
cepted accounting principles, to have with- 
drawn all reference to tax exclusions and 
deductions, and to have made affirmative 
reference to special amortization pursuant 
to a certificate of necessity. 


War Contract Price Adjustment Board 


The present Joint Price Adjustment 
Board is the creature of mutual agreement 
among the heads of the Departments to 
implement uniformity of policy and pro- 
cedure. The Act now creates the equivalent 
War Contract Price Adjustment Board, 
thereby giving existing procedures the 
authority of law. Instead of five men 
representing the renegotiating agencies to 
review decisions of departmental boards, 
the new Board comprises six, including 4 
representative from WPB, to continue the 
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functions exercised by the old Board and 
to make unilateral determinations if neces- 


sary. 
Tax Court 


The soundest criticism of the initiai Act 
has been that it vested in an essentially 
administrative body the three powers 
which constitute the bulwark of our form 
of government. These three pillars were 
erected to assure appropriate checks and 
balances among the legislative, administra- 
tive, and judicial functions. The separa- 
tion of these three powers is essential to 
prevent otherwise indispensable agencies 
from a usurpation of powers which smacks 
of an arrogant regimentation from which 
there is no appeal. These trends of ad- 
ministrative law, under which agencies of 
the government make the rules, administer 
them, and then presume to act as prosecu- 
tor, judge, and jury, affront American 
concepts of government. We must devote 
ourselves to the restoration of our consti- 
tutional system of justice under law and 
adjudication of our rights before duly con- 
stituted courts. Strong representations of 
these concepts won the enactment of the 
right of appeal from the findings of the 
Price Adjustment Boards to the Tax 
Court. 

Appeals respecting so-called voluntary 
agreements are barred; the appeals are 
limited to unilateral determinations, on the 
basis of petitions filed within 90 days of 
such unilateral determinations, or within 
150 days of the date when the contractor 
appeals to the Board if the Board does not 
act. The proceedings before the Tax Court 
are not a review of Price Adjustment 
Board determinations but rather an orig- 
inal trial; and the determination of the 
Tax Court cannot be reviewed or redeter- 
mined by any other court or agency. 


Disclosure of Bases of Conclusions 


It has been urged for a long time that 
some way should be found to require full 


disclosure of the bases of conclusions in all 
renegotiation settlements, in order to allay 
the fears of industry concerning capricious 
and inequitable findings, and to afford a 
basis for the correction of alleged abuses. 
The Naval Affairs Committee adopted this 
recommendation in its report, with the 
exception that such publication must not 
offend censorship restrictions or adversely 
affect the competitive interests of contrac- 
tors. The Ways and Means Committee 
accepted the proposal with some modifica- 
tion. The provision read: 

“shall at the request of the contractor or sub- 
contractor as the case may be, prepare and fur- 
nish such contractor or sub-contractor with a 
statement of such determination; of the facts 


used as a basis therefor, and of its reasons for 
such determination.” 


This provision is now in the Act, including 
the original House limitation that such 
statements shall not be admissible evi- 
dence in cases before the Tax Court. 


Voluntary Agreements 


The Act says that, in the absence of 
express provision to the contrary, any 
agreement which eliminates excessive prof- 
it shall be final and conclusive, except 
upon a showing of fraud, malfeasance, or 
wilful misrepresentation. It cannot be 
modified by any government officer, em- 
ployee or agent, and it cannot be annulled, 
modified, cast aside, or disregarded in any 
suit, action, or proceedings. 


Over-all Basis 


The Act provides that renegotiation 
shall be on an over-all basis, unless by 
mutual agreement to the contrary and at 
the contractor’s request. Price Adjustment 
Boards have wanted this to be optional to 
expedite renegotiation of certain types of 
long-term contracts, profit limitation con- 
tracts, and cases in which for any other 
reason it might be impracticable to use an 
over-all basis. Obviously, if the contractor 
concurs as to the’ impracticability of the 
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over-all basis, he may accept some mutu- 
ally agreeable alternative in effecting a 
voluntary settlement. 


Mandatory Filings 


Under regulations to be drafted by the 
Board, all contractors and subcontractors 
who hold contracts subject to the Act must 
file financial statements setting forth their 
actual costs of production and such other 
data as are prescribed by regulations. Wil- 
ful noncompliance or false or misleading 
reports may lead to a fine of not more than 
$10,000, or imprisonment for not more 
than two years, or both. These statements 
must be filed on or before the first day of 
the fourth month after the close of the 
fiscal year. 


Audits by Internal Revenue Bureau 


It is of particular interest that for pur- 

poses of investigation under the Renego- 
tiation Section of the Revenue Act of 1943, 
the Bureau of Internal Revenue may be 
injected as auditor on behalf of the De- 
partments. The Act says: 
“Tn the interest of economy and the avoidance of 
duplication of inspection and audit, the services 
of the Bureau of Internal Revenue shall, upon re- 
quest of the Board and the approval of the Secre- 
tary of the Treasury, be made available to the 
extent determined by the Secretary of the 
Treasury for the purpose of making examinations 
and audits under this section.” 


This raises grave questions concerning the 
fitness of revenue agents to undertake 
examinations of this type. Their whole 
training and experience in the Bureau is 
colored by tax accounting rules; these 
deviate radically from the generally ac- 
cepted accounting principles which should 
govern renegotiation. If tax accounting 
rules should prevail in renegotiation, what 
about allowable deductions which are a 
matter of legislative dispensation in the 
tax law as opposed to a matter of actual 
costs incurred pursuant to generally ac- 
cepted accounting principles? What hap- 
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pens to the chaotic disparity between gen. 
erally accepted principles of accrual and 
the arbitrary legalistic rules of incidence 
of income? How would the rules concem. 
ing transferors’ base in tax-free transac- 
tions be applied? These examples are 
typical of the new realm of unrealistic 
difficulties that might ensue. This is no 
red herring, but an inevitable consequence 
if Bureau concepts come into play. At best, 
competent Price Adjustment Board tech- 
nicians will find themselves continually 
subjected to annoyance and altercation as 
to which philosophy should prevail. 


Statute of Limitations 


Renegotiation proceedings must be com: 
menced not later than one year after the 
close of the fiscal year, or one year after 
mandatory financial data have been filed, 
whichever is later. It follows that the 
sooner such data are submitted, the sooner 
does the statute begin to run. Once the 
initial proceedings have started, the mat- 
ter must be closed within one year there- 
after, but a timely initial determination 
by a departmental board or section bars 
the statute of limitations, and the matter 
is then subject to the provisions relating 
to the Price Adjustment Board and the 
Tax Court. 


Expiration of the Act 


December 31, 1944, is the expiration 
date of the Act, but the President may ex- 
tend it six months or end it earlier; in no 
even, however, may the Act go beyond the 
date declared by the President or specified 
by Congressional resolution as the date of 
cessation of hostilities. 


Repricing of War Contracts (Title VIII— 
Revenue Act of 1943) 


In renegotiation settlements it has prob- 
ably been the rule rather than the excep- 
tion to adjust contract prices downward on 
future deliveries, by agreement with con- 
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tractors. If the contractor refused, cancel- 
lation of orders, take-over of plants, or 
other actions might ensue; but the con- 
tractor could take court action for the 
reasonable value of services rendered. 

The new provisions concerning repric- 
ing authorize a mandatory unilateral or- 
der, but the contractor may sue in any 
appropriate court. This new repricing con- 
templates no exemptions or exclusions 
like those provided in renegotiation; any 
and all prime and subcontracts of the 
specified Departments are susceptible, and 
the provision applies to prospective as 
well as existing orders. Suit must be 
brought within six months of the repric- 
ing order. Nonperformance under such 
orders is a violation of Section 9 of the 
Selective Training and Service Act of 
1940, and subject to all its penalties, in- 
cluding the express power to take imme- 
diate possession of plants of violators and 
to operate them. 

As previously stated, some renegotia- 
tion settlements have included repricing 
clauses. In other cases contractors have 
agreed to eliminate excessive profits which 
might accumulate in the ensuing year. 
This is usually eminently fairer than arbi- 
trary forward-pricing revision involving 
commitments for future periods in which 
costs may be higher. In any event, the 
very task of undertaking to amend for- 
mally all existing contracts from time to 
time throughout the year is a hopelessly 
complex job if many and varied war con- 
tracts are involved. 

In some cases the objective has been 
served by issuing to the procurement 
agency credit memoranda, which become 
ofisets against remittances due from such 
agencies. Steps should be taken, however, 
to clear such practices with the Internal 
Revenue Bureau so that there will be no 
eo concerning appropriate tax bene- 

ts. 

It is conceivable that a contractor may 
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so adjust his earnings through the afore- 
mentioned procedure as to fit the renego- 
tiation pattern, thereby assuring consist- 
ency in interim financial statements and 
avoiding adjustment at one fell swoop at 
the year-end. 


Appraisal of the Act 


Among independent accountants the 
view persists that the principle of renego- 
tiation is far superior to any expedient of 
fixed-percentage limitation of profits. Re- 
negotiation affords a basis sufficiently 
flexible for dealing equitably with the 
diversity between industries and the varia- 
tions within them. The fairness of the 
administration of the Act rests squarely 
upon the sound application of generally 
accepted accounting principles. With the 
exception of a general belief that percent- 
ages of retained profits have been driven 
far too low, the Price Adjustment Boards 
have done a remarkably competent job 
predicated soundly upon cold underlying 
facts and executed unemotionally, sternly, 
judiciously. 

The principle of renegotiation is essen- 
tially sound; it should be retained as long 
as it is needed to curb excessive war profits. 
Nevertheless, matured experience with 
problems of war production and experi- 
ence with the complex relationships of 
volume, cost, and profit have largely re- 
solved the difficulties which initially justi- 
fied renegotiation. The procurement of 
war material at prices based upon pre- 
determined reasonable costs should now 
be far more feasible, and the need for 
renegotiation proceedings to recover ex- 
cessive profits far less urgent than for- 
merly. 


Provision for Renegotiation 


The problems of a year-end raise ques- 
tions of how renegotiation should be dealt 
with in annual financial statements. 
Proceedings under renegotiation have 
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been going on for some time, and many 
1942 cases have been completed. Although 
altered circumstances may cuange the at- 
titude of Price Adjustment Boards respect- 
ing retained profits, contractors them- 
selves are probably best able to discern 
such changes in their own policies and 
operations. 

Subject to such modifying circum- 
stances, the pattern of renegotiation in 
the prior year affords a fair picture of the 
shape of things to come. Therefore, con- 
tractors usually have available adequate 
bases for reasonable estimates of the prob- 
able recapture impending, for which actual 
provision should be made in the accounts. 

In the absence of prior experience, re- 
negotiation discussions in the current 
year with representatives of the Depart- 
ments, or the experience of contractors in 
related fields of endeavor, afford some 
measure of realistic prophecy. These, too, 
may justify actual provision in the ac- 
counts. 

If provision cannot be made with any 
degree of reasonable estimation because 
of the absence of any pattern or because 
of greatly changed circumstances, then 
such facts should be presented in accom- 
panying explanatory notes, with appro- 
priate reference to the current status of 
the contractor’s renegotiation proceedings. 
The prior year may have had a clearance, 
but that does not, per se, assure clearance 
in the succeeding year. 

Provision for the renegotiation refund 
should be included in the balance sheet as a 
current liability, and in the income state- 
ment, preferably, as a specific deduction 
from sales with the related tax computed 
accordingly. Renegotiation recoveries are 
considered a price adjustment technique 
by the Departments, and percentages of 
retained profits are expressed by them in 
relation to adjusted sales. The logic of this 
interpretation is generally conceded. 


Because of the interrelation between re- 
negotiation refunds and taxes, many believe 
that the provision for renegotiation should 
be made in conjunction with the tax pro- 
vision, either as separate items or com- 
bined. Several fiscal year statements were 
issued in the latter form in 1943. 

If the actual refund is decidedly different 
from the provision made for the purpose, 
the correction should appear subsequently 
as an earned surplus adjustment. 


CONCLUSION 


In conclusion, let us bear in mind that 
in both termination and renegotiation the 
professional accountant may serve very 
useful purposes. Audit reports of inde- 
pendent certified public accountants, if 
available, are requested by Price Adjust- 
ment Boards in all renegotiation proceed- 
ings and many termination proceedings. 
Such reports lend credence to the financial 
representations of contractors. Likewise, 
the professional accountant can render 
valuable assistance in the orderly and con- 
scientious preparation of data submitted 
in renegotiation and termination. In all 
these matters, the professional accountant 
must maintain his status of unbiased inde- 
pendence, avoiding advocacy, which is 
fundamentally incompatible with his func- 
tion as independent certified public ac- 
countant. 

Obviously, it is imperative that account- 
ants in both private and public practice be 
thoroughly familiar with requirements re- 
lating to renegotiation and termination, 
and that they should clearly comprehend 
their own responsibility therein. If those 
in public practice lend their names to these 
matters, they may rightly express profes- 
sional opinions, but these must be informed 
opinions based upon objective standards 
devoid of advocacy, the presence of which 
may justify conclusions of nonindepend- 
ence. 
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APTITUDE TESTS FOR ACCOUNTING 
STUDENTS 


BEN BLoom 


N THE attempt to place men where they 
| fit best, the Army has made extensive 

use of aptitude testing. Since the kinds 
of questions that need answers in connec- 
tion with placement problems are much 
alike in all employment settings, a brief 
discussion of Army procedure will afford 
an introduction to some suggestions on 
testing for accounting aptitude. 

Joe Smith finds many strange things 
when he arrives at the Army Reception 
Center, but few more confusing than the 
Army Classification Test. Getting fitted 
for a uniform, eating in a large mess hall, 
the many “shots” he must take, and the 
new Army words all serve to bewilder him; 
but the Classification Test contributes 
more than its share of bewilderment to 
each neophyte soldier. 

He is marched to a big hall and assigned 
a seat and desk so designed that he can’t 
see what his neighbor is doing. He is given 
a special pencil, a test booklet, and an 
answer sheet. The officer in charge explains 
how he is to go about marking the answer 
sheet and demonstrates how a few sample 
questions should be answered. The officer 
then takes a stop watch in hand and tells 
the group to begin answering the questions 
in the test. 

Smith groans as he tries to figure how 
many days it will take two men to dig a 
ditch if five men can dig it in nine days. 
As he figures the answer he thinks, “Why 
don’t they use a steam shovel?” Then he is 
confronted with a difficult word for which 
he must select another with the same or 
Opposite meaning. “I never used that 
word before,’ he mutters, “Why should 
I be expected to know it now? Anyway, I 
haven’t yet learned the meaning of a lot 


of army words like ‘shave tail’, ‘chow’, ‘top 
kick’, brass ‘hat’, and ‘GI’.” As he proceeds 
with the test he comes to exercises in 
which he must count the number of 
blocks in a picture. ‘Back to my second 
childhood,” he thinks. 

To Joe Smith, the Army Classification 
Test with its queer and apparently useless 
questions is a far cry from the job of being 
a good soldier. He also has difficulty in 
seeing the relationship between such a 
thing as the Mechanical Aptitude Test and 
the work of a soldier. Joe is dimly aware 
that people differ in the ability to learn 
new things and that some people are more 
skilled in various tasks than others. How- 
ever, he does not tie these facts up with 
the tremendous problems involved in the 
placement of men in the Army. 

The Army has the problem of placing 
each man in the job for which he is best 
fitted. This is important in any field if the 
job is to be properly performed and if each 
man is to do his best. It is especially im- 
portant in the Army organization, in which 
the things each one does can vitally affect 
the others in his group and, in truth, the 
entire Army. Select a man who cannot lead 
and make him an officer—his men will not 
be good followers. Place a good mechanic 
in the kitchen—the Army loses a good 
mechanic, gains a poor cook, and several 
hundred men must eat poorly prepared 
food. 

If a specific Army job is the same as a 
civilian job, and if soldiers are available 
who have the specific experience required, 
the placement job of the Army is relatively 
simple. However, there are many Army 
jobs for which there are no civilian equiva- 
lents—bombardier, machine gunner, range 
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finder operator, etc. There are many other 
jobs which have civilian equivalents but 
for which the number of available men is 
insufficient. Men must be prepared for 
these jobs by training which may take a 
few weeks or many months. It would be 
extremely wasteful in time and in quality 
of the final product to select the wrong 
man for a particular course of training. 

For each job and for each type of train- 
ing men must be selected who have the 
proper combination of abilities, skills, in- 
terests, and personality characteristics. 
The classification officer who makes the 
decisions must utilize information about 
each man’s past experience and education, 
the impressions derived from a personal 
interview, and the results of tests ad- 
ministered to the incoming soldiers. This 
officer relies on the Army General Classifi- 
cation Test for determining the man’s 
general aptness for learning, since the dif- 
ferent parts of this test were constructed 
because test-makers have found these 
types of questions to be good indices of a 
man’s ability to comprehend orders, direc- 
tions, requests, and explanations. The 
classification officer makes use of the 
Mechanical Aptitude Test to select men 
who have some facility in handling and 
assembling mechanical parts and instru- 
ments. In case a need exists, more specific 
tests are used—finger dexterity, ability to 
discriminate sounds, accuracy in clerical 
operations, etc. 

The problem which now confronts the 
Army with pressing urgency always faces 
each educational institution and each em- 
ployer. Human beings vary not only in 
height, weight, and appearance, but also in 
speed and accuracy of different types of 
response, comprehension of the written 
and the spoken word, quality of thinking 
—in fact, in almost every human charac- 
teristic or attribute. In so far as variation 
may affect the speed and quality of learn- 
ing or the speed and quality of work, the 


educational institution or business enter. 
prise is not certain of operating efficiently 
unless it selects trainees and employees on 
the basis of certain requisite characteristics, 

Not every person can become anything 
he desires. Nor should he strive for some- 
thing which is unattainable. In the pro- 
fessions, an incompetent person can injure 
not only himself but also a great many 
others with whom he deals. Thus, the in- 
competent who manages to become a 
physician is actually a menace to the com- 
munity in which he works. The public ac- 
countant who is incompetent may do 
much harm to the business organizations 
with which he works, or to the investor 
who relies upon his certificate. 

This then is a major problem for an edu- 
cational institution that provides special- 
ized training—that of admitting only 
persons who are or will be competent in the 
field of specialization for which they are to 
be trained, and of eliminating those who 
demonstrate that they will not be com- 
petent in the field of specialization they 
select. This the institution must do, first, 
to protect the community from the services 
of incompetents; second, to train com- 
petents thoroughly without being en- 
cumbered by incompetents; and third, to 
protect the incompetent from unnecessary 
failure in a task which he never should be 
expected to perform. The incompetent in 
one field may be quite successful in another 
field. Much the same could be said about 
personnel problems in business enterprises 
and firms of professional men. 

The selection of competents and the 
elimination of incompetents is a difficult 
task. It involves a definition of competence 
in terms of characteristics which have some 
degree of permanency. It involves the de- 
velopment of a method of securing evi- 
dence as to whether a person possesses 
these characteristics. Finally, it involves 4 
decision based upon all the available evi 
dence. 
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One type of evidence which is objective, 
economical, and of high quality, if the 
proper safeguards are taken, is that fur- 
nished by tests of aptitude. Aptitude tests 
may be divided into two types. One type 
constitutes a miniature job-trial under 
standardized conditions. This type is well 
illustrated by typing tests, in which the 
candidate for a position is given a represent- 
ative typing job to do and the results are 
carefully evaluated in terms of criteria set 
up in advance. This type of test is most 
appropriate if the individual has had some 
training in the field and if a combination 
of present achievement and aptitude is 
desired. An analogous but more costly ap- 
proach is one in which the individual is 
given a trial for several weeks on the job 
before a decision is made about his perma- 
nent employment. This may be illustrated 
by educational institutions in which en- 
trants are placed on probation for a semes- 
ter or a quarter before being granted full 
privileges as students. 

Another type of aptitude test is one in 
which the individual is given a number of 
specific tasks to do under standardized 
conditions, tasks which have no apparent 
relation to the work required on the job or 
to the educational program, but which 
have been found to possess high predictive 
value. An example of this is the counting of 
blocks in a picture which is part of the 
Army Classification Test. This test has 
predictive value in determining quickness 
and general quality of mental response; 
yet very seldom does an adult perform 
such block-counting tasks in other than 
test situations. Children are the only ones 
who have much to do with blocks. 

Aptitude tests can provide one type of 
evidence to be used in selecting persons 
who should be successful in the field of ac- 
counting. What has been said about the 
elimination of incompetents clearly applies 
to this field. As increasing opportunities for 
accountants arise, the number of people 
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interested in receiving the necessary train- 
ing increases. Those who are unlikely to 
meet requisite standards should be recog- 
nized as early in their specialized training 
as possible. Schools which offer training in 
accounting should attempt to weed out the 
incompetents at the time of entrance, if 
possible. This can be done by collecting 
types of evidence about the relevant as- 
pects of the person’s background and his 
abilities. The value of various types of evi- 
dence used in a selective process can be de- 
termined through an experimental pro- 
gram in which a number of significant 
items of information about the student and 
his abilities can be collected. The writer 
suggests that the following items be tried 
out experimentally as possible indicators 
of aptitude for accounting: 

1. The facility with which the person 
can learn new things. 

It seems a reasonable hypothesis that 
one who can learn new things quickly and 
thoroughly will make a better accounting 
student than one who cannot. Evidence on 
this point might be obtained from two 
sources: (a) his previous record of learning 
as revealed by his school grades and rela- 
tive standing in his class; and (b) his pres- 
ent facility in meeting new learning situa- 
tions as shown by a general scholastic 
aptitude test. Since much learning involves 
manipulation of verbal and non-verbal 
symbols, tests of scholastic aptitude 
usually contain exercises that require pre- 
cise understanding of words, as well as 
exercises that require manipulation and 
understanding of numerical and symbolic 
relationships. 

2. The facility with which the person 
can communicate with others. 

It seems a reasonable hypothesis that 
one who can communicate well with others 
will make a better accounting student 
than one who cannot. Evidence on this 
point might be obtained from several 
sources: (a) the person’s skill in compre- 
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hending the written word, as revealed by 
a test of reading comprehension, preferably 
sampling the situations which an account- 
ant or accounting student must face; (b) 
his skill in expressing his ideas in written 
form, as revealed by a test of writing, pref- 
erably sampling the writing situations 
which an accountant or accounting student 
may expect; and (c) his skill in compre- 
hending and remembering the spoken 
word, as well as his facility in expressing 
his ideas to others by means of the spoken 
word, as revealed by tests and rating scales 
involving this type of behavior. 

3. The facility with which the person 
can manipulate numbers. 

Because of the importance of numbers 
in the work of the accountant, it seems 
reasonable to expect that a student who is 
skillful in the manipulation of numbers 
will make a better accounting student 
than one who lacks this skill. Evidence 
on this point might be obtained from: (a) 
his previous record of number manipula- 
tion as revealed by his performance in 
mathematics courses; and (b) his present 
skill in this area as revealed by a test in- 
volving the mathematical skills needed by 
the accounting student. The section of the 
scholastic aptitude test which involves 
manipulation of non-verbal symbols should 
furnish corroborative evidence on this 
point. 

4. The accuracy with which the person 
performs various tasks. 

The emphasis on accuracy in the work of 
the accountant suggests that one who is 
consistently accurate in his work will make 
a better accounting student than one who 


is not. Evidence on this point might be ob- 
tained from all the tests so far suggested. 
In addition, evidence about the person’s 
accuracy in simple clerical situations might 
prove significant. Such evidence might be 
secured from a test of clerical accuracy in- 
volving such tasks as copying and compar- 
ing lists of figures, words, and symbols. 

5. The interest the person has in the 
work of the accountant. 

It seems a reasonable hypothesis that 
one who is well motivated with respect to 
this field of specialization will make a 
better student than one who is not. Evi- 
dence on this point might be obtained from: 
(a) the activities in which the person has 
been interested in the past as revealed by 
a record of the school courses he elected to 
take, the jobs he has held, and the activi- 
ties in which he has engaged; and (b) the 
activities in which he is now interested as 
revealed by an inventory of his present 
interests, especially as they relate to the 
field of accounting. 

No doubt there are other items that 
should be tried out as possible indicators 
of aptitude, but the foregoing ones are il- 
lustrative. A comprehensive selective pro- 
gram might also include the collection of 
evidence about the person’s reasons for se- 
lecting this field of specialization, the kind 
of social values he cherishes, his sensitivity 
to the problems of others, his personality 
characteristics, and his life goals. The ex- 
perience of other professions suggests that 
the potential contributions of a selective 
program involving the testing of aptitudes 
are so great as to justify thoroughgoing 
experimentation. 
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OBSERVATIONS OF A CPA EXAMINER 


Joun F. Forses 


greater fund of miscellaneous in- 

formation about accountants than 
any other man I ever talked to. Upon one 
of his occasional visits at my office in San 
Francisco, he volunteered the information 
that the period of my service as a member 
of a state board of accountancy exceeded 
that of any other surviving board member. 
This was most surprising to me, and the 
following is an attempt to describe briefly 
how this came about and to set down some 
thoughts which are the result of experience 
of over a third of a century as a CPA 
examiner. 

Somewhere between thirty-five and forty 
years ago, Dr. Henry Rand Hatfield and I, 
after most mature deliberation, definitely 
acquiesced in the ancient truism that no 
profession can be any greater than the 
personnel of whom it is composed. We 
agreed further that if the accounting pro- 
fession in California was going to amount to 
anything, someone had to take the matter 
in hand, and we appointed ourselves an 
unofficial committee of two to do some- 
thing about it. 

We had a perfectly good law, but our 
standards were terrible, because our state 
board—which was originally an excellent 
one—had degenerated into a band of poli- 
ticians, some of whom were frankly dis- 
honest. For instance, the secretary offered 
for a hundred dollars a course in account- 
ing, which guaranteed a CPA certificate. 
None, so far as I know, availed themselves 
of this unnecessary privilege, for it was 
just as easy—and much cheaper—for the 
prospective candidate to remain honest. 
Simply taking the examination was tanta- 
mount to passing it. As Greendlinger said 
on page 288 of the 1908 edition of his Ac- 
counting Problems— 
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“A comparison of the California paper with the 
examination papers of some of the other states, 
such as Pennsylvania and New York, will reveal 
the comparatively low standard maintained by 
the California State Board. The questions in 
theory of accounts have been repeated over and 
over again practically by all American and foreign 
examining bodies, so that one who reads only the 
accounting manuals and magazines ought to be 
able to answer them without the slightest exer- 
tion. The same remarks are true of the paper in 
Commercial Law. While the Auditing paper seems 
to disclose a little more care, the paper in Prac- 
tical Accounting does not require any intelligence 
out of the ordinary, especially as an hour’s time 
is allotted to each problem.” 


The profession at that time was centered 
in San Francisco (there were only half a 
dozen practicing CPA’s in Los Angeles), 
and was split into two factions, which 
quarreled like children. Thus there was 
quite a job to be done, but a few of us got 
together and consolidated the two societies, 
cleaned up the state board of accountancy, 
and helped to develop the accounting 
courses at the University of California. 
About this time, Dr. Hatfield published 
his Modern Accounting, which proved to 
be an enormous stimulant to students; 
and, when the horizon gradually cleared, 
I found myself a member of the faculty at 
the University, where I lectured for over 
thirty years; secretary-treasurer of the 
State Society, which Office I retained some 
eighteen years, or until we could afford a 
paid secretary; and a member of the state 
board of accountancy, which office I have 
held for nearly thirty-five years. 

Incidentally, the State Society, which 
we organized with thirty-six members 
(eleven of whom are still living and, with 
two exceptions, still practicing), now has 
over 860 members, of whom over 480 be- 
long to the Los Angeles Chapter. The 
character of the personnel of the profession 
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in California, which has furnished three 
presidents to the Institute, needs no en- 
comium here. 

The only excuse for the existence of a 
state board of accountancy is the protec- 
tion of the public. It is to protect the public 
that we set high standards of character and 
technical knowledge and ability. It is to 
protect the public that we scrutinize so 
carefully the credentials of the applicants 
for reciprocity certificates, and it is to pro- 
tect the public that we enforce certain rules 
of discipline. Members of the profession 
find it very difficult to understand why we 
do not take action against the infringement 
of certain rules of ethics, but the fact is 
that the state which we represent is not at 
all interested in good manners, and many 
actions which we should like to take are 
foregone because we know that the courts 
would not sustain them. 

The most important thing that a mem- 
ber of a state board has to have in mind is 
the public. Second in importance as a 
matter of state board concern is the person 
who happens to be an applicant for a 
CPA certificate. He has certain rights 
which cannot be infringed upon with im- 
punity, and these rights may be summar- 
ized generally in the expression “a fair 
deal.” The applicant must receive a fair 
deal, both before he becomes a CPA and 
after. Anyone who conforms to the general 
requirements may become an applicant. 
We cannot discriminate, desirable as it 
sometimes may seem to be, between per- 
sons who may qualify; we have to give 
them all a fair examination under fair 
conditions. Once an applicant receives his 
certificate and keeps his renewal fees paid, 
if the state laws require them, he is beyond 
our control unless he commits some offense 
which is equivalent to a felony. Generally 
speaking, the courts will not tolerate the 
arbitrary taking away of the means of 
anyone’s livelihood, and a CPA certificate 
certainly possesses that characteristic. 


Next in order of importance is the pro. 
fession, but any consideration which the 
board may give to the profession is in- 
cidental to its main function; however, 
this lack of consideration of the profession 
is compensated for by the protection which 
the law gives to the CPA. 

In Great Britain and her dependencies, 
the Institutes of Chartered Accountants, 
and similar societies, are organized to pro- 
mote and control the profession, and with 
them, naturally, the profession holds the 
first place of interest. But the chartered 
accountant holds no certificate from the 
state. There are any number of accounting 
organizations which claim to possess as 
high standards as those of the Institutes, 
and they may assert this fact to the public 
in a manner which would be illegal in many 
of the states of this country if applied to 
the CPA. 

I do not mean to imply that under 
British law British professional account- 
ants receive no protection, for indeed that 
is not the case, but they go about it ina 
way different from ours. For instance, I 
remember very clearly a pilgrimage which 
the former secretary of the Institute, Mr. 
A. P. Richardson, and I took to the British 
Crown Colony of Hong Kong in an at- 
tempt to have properly qualified American 
accountants permitted to practice there 
under the rules prescribed by the Com- 
panies Act of that Colony. With some dif- 
ficulty we persuaded the authorities to ac- 
cept the certificate of CPA’s, which they 
did, but with the reservation that the 
CPA’s must be members of the American 
Institute of Accountants. Then, too, you 
are doubtless aware that we cannot send 
accountants on professional errands into 
Canada, notwithstanding the fact that all 
British accountants may come freely into 
the United States upon professional busi- 
ness. 

As you know, the laws of the states 
regulate the CPA within their respective 
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boundaries, just as they do other profes- 
sions such as medicine, law, dentistry, 
architecture, etc.; but so far as I am aware 
ours is the only profession which has what 
is to all intents and purposes a uniform 
examination throughout the United States. 

Perhaps the most fortunate thing that 
has happened for the profession occurred 
when in 1916 the American Institute de- 
cided, following the example of the British 
Institutes, to prepare its own examination 
for admission to membership. Immediately 
thereupon, a few of us who happened to be 
members of state boards of accountancy 
realized the great possibility of this uni- 
form examination, and we proceeded to 
work out a plan whereby this examination 
could be given by state boards as well as 
by the Institute at a certain fixed time 
twice a year. All sorts of compromises had 
to be made in the initial stages of the plan, 
and there was finally evolved the general 
examination structure as we find it today, 
but with this difference: as originally 
planned, the Institute’s examination was 
for its own members; as operated today, 
most of those who take the examination 
are not directly aspiring to membership in 
the Institute, but to the CPA degree, 
though most of those who pass do even- 
tually join the Institute. One of the results 
of the present set-up is to create a degree of 
uniformity which greatly facilitates the 
granting of reciprocity certificates. 

A few states by reason of their laws can- 
not avail themselves of the privilege which 
the Institute offers—and believe me, it is 
a privilege. I remember very clearly when 
I used to have to devote about eighty 
hours every six months to the preparation 
and marking of CPA examinations. If this 
work is done by the Institute, it saves the 
individual state board member an immense 
amount of drudgery and permits of the 
preparation of a much superior examina- 
tion. If the grading can be done by the 
Institute, so much the better. 
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In California, our attorney has held that 
the board through its own employees must 
grade its own papers; for years the papers 
were graded thus as well as by the Insti- 
tue. Of course, the grading would not be 
uniform, and occasionally a candidate 
would be given a passing mark for admis- 
sion into the Institute and a failing mark 
for the CPA certificate. The difficulty of 
reconciling these markings was very great; 
hence, when the rules of the Institute 
permitted the acceptance of the markings 
of CPA examiners, we omitted the Insti- 
tute’s grading and thereby eliminated a 
great cause of contention. But we wish we 
could utilize the Institute’s markings. 

One of the important matters subject to 
compromise was the length and nature of 
the examinations. In California we used 
three full days, whereas the Institute in- 
sisted that two days were sufficient. In 
California, we gave a separate examination 
in theory of accounts. In the Institute, this 
subject until recently was consolidated 
with practical accounting. But within the 
past year this has been changed. Theory 
of accounts has been reinstated as a sub- 
ject and the examination has been ex- 
tended to two and one-half days. Consider- 
ing the immensity of accountancy, I still 
think the CPA examination is not yet suf- 
ficiently exhaustive; but I am satisfied 
that we are making progress. 

There are certain questions that every 
state board must consider and finally de- 
cide for itself because policies that appear 
to operate satisfactorily in one locality do 
not necessarily do so elsewhere. We in 
California permit anyone who otherwise 
qualifies to take the examination whether 
he has had experience or not. The reason 
for this is that formerly many university 
students who had majored in accounting 
and entered practice found that by the 
time they had acquired the prescribed 
experience, they had forgotten what they 
had learned in the university. They felt 
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that had they been permitted to take the 
examination immediately upon their grad- 
uation they could have passed. As a result, 
we have granted this privilege, with the 
provision that the experience required by 
our rules shall be made up before the 
candidates receive their certificates. This 
rule has been in operation a great many 
years and we have never had a single 
reason to regret it. 

What has always seemed to me to be 
most troublesome is the tinkering with the 
CPA law by those who do not have the 
faintest idea of the difficulties of adminis- 
tering it, as well as no understanding as to 
what constitutes good law. In California, 
anyone may practice as a public account- 
ant, and those of us who have given the 
matter most thought feel that this condi- 
tion is an altogether desirable one. For the 
reason that California has been growing 
very rapidly during the last half century, 
accountants have been coming here in 
droves, and at times in order to make a liv- 
ing they have worked on the accounts of 
several employers at the same time. Then 
they are public accountants. When some- 
thing good in the form of permanent em- 
ployment appears, they take advantage of 
it. After they close up shop they are suc- 
ceeded by others. A study of the directories 
reveals the fact that few of these men 
practice for any great length of time. It 
would be an impossible job for us to police 
the profession and keep these people out of 
practice, even if it were desirable. In my 
entire professional experience I have 
known of only half a dozen instances in 
which they were injurious to the public; 
and these instances were relatively unim- 
portant. 

On the other hand, our law has been 
operating for more than forty years, and 
practically every businessman is familiar 
with the services rendered by the CPA and 
understands that no one can take his place. 
About every five years, a group of these 


public accountants, inspired by one or 
two very active ones, strives to have some 
form of legislation passed which will have 
the effect, broadly speaking, of opening 
the waiver for them. Indeed, that thought 
is behind all two-class accounting legisla- 
tion. One of these bills came to a vote in the 
lower house in the latest session of our 
legislature, but was so overwhelmingly de- 
feated that I question whether any legis- 
lator will introduce a similar measure fora 
long time. That particular bill could not 
be killed in committee because it had the 
active support of certain state politicians 
and a few members of the House. But when 
it appeared upon the floor and its nature 
became apparent, it was handsomely 
beaten. This is the only instance that I 
recall in which this sort of bill got out of 
committee. 

Perhaps the one subject upon which 
state boards of accountancy have been 
most severely criticized is the small per- 
centage of those sitting who pass the ex- 
aminations. In California from 1906 to 
1942 inclusive, 6,151 persons took the 
examinations and 1,276 passed, or 20.7 per 
cent. These figures, of course, are subject 
to all sorts of qualifications because a great 
number of the applicants are conditioned, 
some go up half a dozen times and never 
do pass, and some quit at the end of the 
first day and never appear again. 

All these occurrences have the effect of 
lowering the percentage which receives 
passing grades. But even taking the best 
view of the subject, the proportion of 
those applicants who pass is lower in the 
CPA examinations than in the examina- 
tions given by the medical, dental, and 
legal boards. The reason for this is that 
certain definite advanced schooling is re- 
quired for these other professions, whereas 
no educational qualifications beyond the 
high school are required in the great ma- 
jority of states. The result is that a large 
number of people take the CPA examina- 
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tions whose experience has been very nar- 
row and who have no satisfactory educa- 
tional background. 

People generally do not realize that the 
profession as now carried on involves a 
knowledge of economics, mathematics, and 
law, as well as a profound knowledge of 
accounting. And this omits any considera- 


tion of the thousand and one other subjects 
of importance to public accountants such 
as the regulations covering taxation, wage 
and hour matters, man power, social secu- 
rity matters, security exchange matters, 
and so on. The only wonder is that as large 
a percentage as 20.7 succeeds in getting 
through the examinations. 


THE DEVELOPMENT OF UNIFORM 
EXAMINATIONS 


Henry E. 


that I accepted the invitation to speak 

to the Association of CPA Examiners. 
My sense of pride was engendered by the 
fact that I would be speaking as chairman 
of the Institute’s Board of Examiners. My 
humility arises out of two facts, first, a 
realization that the Institute’s board was 
admitted to membership in the Association 
by waiver of examination; and, second, a 
realization that there is still much to be 
done through the codperative effort of the 
Institute’s board and the Association to 
maintain and further the high standard for 
the CPA certificate that has been de- 
veloped over the years. 

The by-laws of the American Insitute 
of Accountants set forth as one of the 
prime purposes of the national professional 
body the promotion and maintenance of 
high professional standards. In the further- 
ance of this purpose the board of examiners 
has had a prominent role, and at this time 
I aim to cover briefly the contribution 
made by the Institute’s board in coépera- 
tion with state boards of accountancy in 
developing and maintaining an examina- 
tion standard which has contributed in 
large measure to the present stature of the 
profession in this country. 


I’ WAS with mingled pride and humility 


MENDES 


The first board of examiners of the 
American Institute of Accountants was 
elected by the Council in 1916, and in the 
same year met and adopted rules and 
regulations relating to the admission re- 
quirements for membership in the Insti- 
tute. In June, 1917, the first examination 
of public accountants on a national scale 
was conducted. 

By that year, all but four states had 
enacted C.P.A. laws. There was, however, 
wide diversity in the laws of the various 
states, both in language and in administra- 
tion. In some states there was an insuffi- 
cient number of well-qualified certified 
public accountants to make up the mem- 
bership of the necessary state accountancy 
boards. The need for uniformity was 
recognized by the Institute, and its board 
of examiners offered to codperate with the 
state boards in developing a uniform ex- 
amination. Three states, New Hampshire, 
Kansas, and Oregon, used the Institute’s 
examination in June, 1917. Nine states 
subscribed to the examination in Novem- 
ber, 1917, and within two years thereafter 
more than half of the states availed them- 
selves of the standard examinations. 

It will be recalled, I may say in passing, 
that Missouri was one of the first states 
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to subscribe to the standard examinations 
and, if my memory does not fail me, it was 
while I was a member of the Missouri 
board in 1918 that the Institute’s examina- 
tion was used for the first time in that 
state. 

Thus, the Institute’s standard examina- 
tion early assumed a dual role—that of an 
admissions examination for the Institute 
and that of a uniform examination for the 
testing of candidates for state CPA cer- 
tificates. Because of the uniform standard 
maintained throughout the country for 
the CPA certificate, and because pos- 
session of a CPA certificate is a prerequi- 
site for admission to the Institute, there 
are relatively few occasions today when the 
board serves as an examining board for 
admissions to membership in the Institute. 

The first report of the board of examin- 
ers in 1917 stated, “It is the purpose of 
the board to prepare questions, clear, 
concise, and altogether free from am- 
biguity.”” This has been the objective of 
succeeding boards. The uniform examina- 
tion has always been gauged to test the 
experience of public accountants. The ex- 
amination questions were developed from 
the files of practitioners, and the candi- 
dates therefore, faced in the examination 
subject matter that was fresh from the 
firing line. Incidentally, this condition still 
prevails to a large extent. Very few candi- 
dates, it may be safely said, have had need 
to complain that the examination questions 
lacked originality. 

It is interesting to find in a report of the 
board in 1918 the statement, “The exami- 
nation questions for both the November, 
1917, and May, 1918, examinations were 
prepared by members of the board. This 
method will not necessarily be adopted in 
the future but for the year now ended it 
was found practicable and resulted in a 
considerable financial saving.’ Although 
at that time the board hoped that the day 
might come when it would not find itself 
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so intimately concerned with the prepara. 
tion of the standard examination, the fact 
is that it has never divorced itself from 
much of the hard work of preparing and 
presenting a set of uniform examination 
papers. It has undoubtedly been to the 
best interest of the profession that time and 
care were devoted to the examination by 
outstanding members of the Institute 
elected by its Council to constitute the 
board of examiners. 

Requests for examination problem ma- 
terial made to state boards of accountancy, 
committee chairmen, and others appar- 
ently never brought heavy response. The 
material submitted, however, was gener- 
ally of excellent quality and of great as- 
sistance to the board in drafting the exami- 
nation papers. In the light of our present 
manpower shortage and current difficulties 
in bringing together the entire board of 
examiners to work on the examination 
papers, it is interesting to learn that in 
1918 four members of the board were in 
Europe. In its report to the Council in 1919, 
the board suggested that ... “before the 
election of new members of the board care- 
ful inquiry be made as to whether or not 
they will undertake to attend to the duties 
of the board.” 

It seems a safe assumption that wide- 
spread adoption of the uniform examina- 
tion accelerated early national recognition 
of the CPA certificate. Certified public 
accountants, as well as lawyers, were per- 
mitted to enroll to practice before the 
Treasury without further examination. 
The Securities and Exchange Commission, 
the stock exchanges, banking groups, and 
others have recognized the CPA certificate 
on a national basis. 

With the establishment of a uniform 
standard throughout the country, rec 
iprocity among the state boards of ac 
countancy was facilitated. Without this 
reciprocity, state barriers might have been 
built up and the interstate practice of the 
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profession in serving business and industry 
on a national basis might have been seri- 
ously impeded, or even made impossible. 

No profession I can think of other than 
accountancy has developed a uniform ex- 
amination for testing professional men that 
has been adopted by a majority of the 
legally constituted authorities of the vari- 
ous states. But other professions are in- 
terested. In October, 1932, Elmer L. 
Hatter, then chairman of the Institute’s 
Board of Examiners, was invited to de- 
liver an address upon the uniform account- 
ing examination before the National Con- 
ference of Bar Examiners in Washington, 
D.C. 

The importance of the Institute’s ex- 
amination to academic people must also be 
noted. The examination was looked upon 
as representing standards which the pro- 
fession required of practitioners and there- 
fore as providing useful teaching materials. 
Examination questions were often repro- 
duced in textbooks, and thus found their 
way into use in the courses of many schools 
that give accounting instruction. In 1921, 
the examination questions from 1917 to 
1921 were published in book form. 

The Committee on Practice of the 
Treasury Department (formerly known as 
the Committee on Enrollment and Disbar- 
ment) since 1940 has used the standard 
Accounting Theory and Practice examina- 
tio in examining candidates other than 
members of the bar and CPA’s who wish 
to enroll for practice before the Bureau of 
Internal Revenue. This procedure was 
adopted by the Treasury for the very good 
reason that its practice requirements 
should be held at the level established and 
maintained by the professions. 

The Institute’s standard examination 
has over the years served to maintain 
standards of practice in states whose 
accountancy laws are inadequate. The 
standard has been set to test candidates at 
the level of senior accountants and those 


with poor academic background and weak 
experience qualifications have been weeded 
out. This circumstance has undoubtedly 
subjected the standard examination to 
severe criticism in some states where the 
percentage of failures seems high when 
compared with the results of other profes- 
sional examinations. The maintenance of a 
high standard, however, should in the long 
run make it easier for states to bolster weak 
spots in their accountancy laws. 

From the outset the board recognized 
that maintenance of a uniform standard 
involved not only use of standard examina- 
tion questions but also uniform standards 
of grading. Although codperating state 
boards of accountancy which used the 
Institute’s standard examination were not 
required to use its grading service, a candi- 
date who sat for the examination before a 
state board of accountancy and wished to 
have the same examination considered as 
a fulfillment of the admission requirements 
of the Institute was required to have his 
papers sent to the Institute’s board of 
examiners for review. 

The Institute’s boards of examiners have 
at all times been fully aware of the limita- 
tions necessarily imposed in setting written 
examinations, and in recent years, particu- 
larly in the past year or two, not a few 
suggestions have come from leaders in the 
profession, and also from educators, to the 
effect that other means, such as aptitude 
tests, be adopted in addition to examina- 
tion, to determine the right of a candidate 
to obtain the CPA certificate. This, of 
course, is a big question and it is not my 
purpose to discuss it here. Suffice it to say 
that the subject is now under study by a 
special committee of the Institute ap- 
pointed expressly for that purpose. 

The uniform examination service has 
always been conducted at a cost to the 
Institute. The public practitioners, mem- 
bers of the Institute, who constitute the 
examining staff, are compensated at a rate 
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of $30 per diem. Last year the revenue 
from state boards which used the Insti- 
tute’s examination was $11,200. The cost 
of preparation, grading, and supplies was 
$15,068. 

It should be noted that this latter figure 
is the direct cost only, since it does not 
include any provision for that part of the 
time and energy of the Institute’s general 
office staff which is devoted to the exami- 
nations, a proportion which, you may be 
assured, is not inconsequential. 

Fortunately, the development and main- 
tenance of the uniform examination, which 
is now used by 47 state and territorial 
boards of accountancy, was always in the 
hands of leaders of the accounting profes- 
sion, who gave unstintingly of their time 
and talent. In calling the roll of the first 
board of examiners, we find such well- 
known accounting leaders as: Arthur W. 
Teele, Chairman, Frank G. DuBois, 
Arthur Young, W. P. Hilton, B. D. Krib- 
ben, W. D. Whitcomb, Leonard H. Conant, 
George O. May, H. Ivor Thomas. 


Successive chairmen of the board were 
as follows: John B. Niven, A. S. Fedde, 
Charles B. Couchman, Elmer L. Hatter, 
Maurice E. Peloubet, John H. Zebley, Jr. 

As we look to the future—or possibly I 
should use current language and say “in 
our postwar planning’’—it is worth while 
to glance back at times to discover how 
well and with what pains members of the 
profession who came before us in this 
country have built professional accounting 
standards. We have a fine heritage in spite 
of the youth of our profession. The na- 
tional professional body has made possible 
a uniform standard which has gained 
national recognition. The Institute con- 
stitutes the one national accounting body 
of certified public accountants; and co- 
operating with it is the Association of 
Certified Public Accountant Examiners, 
representing the entire membership of 
every state accountancy board. Under these 
conditions maintenance of a high standard 
for the CPA certificate is assured. 


SOME EARLY ACCOUNTANCY 
EXAMINERS 


NorMAN E. WEBSTER 


S AN indication of time, “early” will 
A not mean the same to all of us. The 

first Certified Public Accountant 
examination was given in December, 1896. 
By the end of 1901 examinations were 
given in four states. In the next four years 
1902-1905, they were given in five more; 
in the next five years 1906-1910, in thirteen 
more; and in the next five years 1911-1915, 
eighteen more; making forty states by the 
end of 1915. By 1925 these examinations 
were being given in all the states, terri- 
tories, and insular possessions. 


But these were not the earliest account- 
ancy examinations given in the United 
States. The Institute of Accounts, organ- 
ized in 1882, had examiners almost from its 
beginning. But since its records have been 
lost and only a very few of its examiners 
are known, this study has been confined 
to those who conducted examinations for 
Certified Public Accountants. 

The information available indicates that 
in the 47 years from 1896 there have been 
issued in all states about 32,600 certifi- 
cates, of which about 1,600 were issued 
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upon waiver of examination, perhaps 3,000 
upon recognition of certificates issued by 
other jurisdictions, and 28,000 upon exami- 
nation, the great majority upon written 
examination. 

In the ten years from 1896 to 1905, 
seven of the first nine states had issued 644 
certificates, largely, of course—and prop- 
erly, in my opinion—upon waiver of exami- 
nation. In that period the examiners in 
those states had decided upon the subjects 
and scope of their examinations, and in 
each state they had prepared, given, and 
rated from one to twenty examinations. 
Quite likely their bases for ratings differed, 
but they were in complete agreement upon 
the scope of the tests. In those first ten 
years all examinations were in four sub- 
jects, Commercial Law, Theory of Ac- 
counts, Practical Accounting, and Audit- 
ing. Later some states added a few related 
subjects. In 1907 Pennsylvania combined 
the last three subjects into one test en- 
titled “General Accounting,” and from 
1916 to 1942 those states which used the 
service of the American Institute of Ac- 
countants combined the second and third 
subjects into Accounting Theory and 
Practice. 

It is evident that in the first ten years, 
1896 to 1905, the scope at least of the 
examinations was standardized. This was 
done by nine states, viz., four Atlantic 
states: New York, 1896, Pennsylvania, 
1899, Maryland, 1900, New Jersey, 1904; 
two Pacific states: California, 1901, Wash- 
ington, 1903; two central states: Illinois, 
1903, Michigan, 1905; and one Southern 
state: Florida, 1905. Since the area covered 
by these states extends from coast to 
coast and from Canada to the Gulf of 
Mexico, it seems proper to consider them 
as representative and to take their ex- 
aminers in that decade as our subject: 
Some Early Accountancy Examiners. 

The laws of three of these nine states 
provided that the boards were to be inte- 


grated with the state educational systems; 
in New York and Pennsylvania with the 
Education Departments and in Illinois 
with the State University. In the other six 
states the Boards of Accountancy had 
other duties and powers. The laws of some 
states provided that one or two members of 
their boards should be lawyers or, in a few 
instances, hold some state office. But this 
paper is limited to the accountant members 
of these nine boards. 

Although the foregoing facts were easily 
found in the Year Books of the American 
Association of Public Accountants and in 
the Accountants’ Law Service, the early 
personnel of the boards was not so readily 
available. To supplement the information 
found in old magazines and other publica- 
tions, the Librarian of the American Insti- 
tute of Accountants has very kindly car- 
ried on a fairly extended correspondence, 
which in most cases has been successful. In 
some cases, however, the results would 
have been funny except that they might be 
serious. One state reported that it did not 
have records so far kack. Another wrote 
that its first board was appointed in 1921, 
whereas the facts are that its first CPA law 
was enacted in 1907 and the names of its 
first board were given in the Journal of 
Accountancy in that year. Moreover, two 
of its present board held certificates issued 
several years before 1921, the year in 
which the letter states that its first board 
was appointed. These instances suggest 
that the boards of those states, in acting 
upon current matters, may not be giving 
consideration to the decisions of their 
predecessors, or taking them as precedents. 

Facts about the individuals were even 
more difficult to locate. The two editions of 
the Accountants’ Directory and Who’s Who 
gave facts about some of the early exam- 
iners who were living in 1920 and 1925. 
Very few biographies or memoirs of ac- 
countants have been published. The obitu- 
aries which were found were usually highly 
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condensed, and sometimes wholly lauda- 
tory. What follows is believed to be correct, 
but almost surely not complete. Perhaps 
readers will correct its mistakes and supply 
its deficiencies. 

At the present time in 1943, the fifty-two 
Boards of Examiners are composed of one 
hundred and ninety-seven members be- 
sides the nine members of the Board of 
Examiners of the American Institute of 
Accountants. In 1905 the nine boards then 
existing were composed of twenty-nine ac- 
countant members. And the total of one 
hundred and thirty member-years repre- 
sented the services given by forty-six dif- 
ferent accountants. These are the Early 
Accountancy Examiners about whom in- 
formation has been sought as to national- 
ity, education, training, experience, and 
terms of service as examiners, with a view 
to evaluating as far as practicable their 
qualifications for this service, their points 
of view, and if possible something of the 
effects which their service may have had 
upon accountancy examinations in the 
first ten years and up to now. 

First as to their nationality. Of the forty- 
six persons, seven were born abroad, two 
in Germany, Max Teichman of Maryland 
and Ferdinand W. Lafrentz of New York, 
and five in England, James T. Anyon of 
New York, Alfred G. Platt of California, 
E. G. Shorrock of Washington, Ernest 
Reckitt of Illinois, and Walter Mucklow 
of Florida. Apparently the thirty-nine 
others were native Americans. And since 
no two of the seven who were born abroad 
were at one time members of the same 
board, it seems that the actions of those 
six boards were not affected greatly, if at 
all, by the place of birth of the seven 
members. 

Second, as to their educational prepara- 
tion for the service. Of the seven who were 
born abroad, Max Teichman, of Maryland, 
was educated in German institutions ap- 
parently of college grade, Ernest Reckitt, 
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of Illinois, at the University of Manchester, 
England, and Walter Mucklow, of Florida, 
at Kings College in London. And of the 
thirty-nine native Americans, the first 
three examiners in New York were all 
college men, Charles W. Haskins in the 
engineering course at Brooklyn Polytech- 
nic, Charles E. Sprague in the arts course 
at Union College in Schenectady, and 
Frank Broaker at City College of New 
York. Charles N. Vollum of the Pennsyl- 
vania board was educated at Girard Col- 
lege in Philadelphia. If the average age of 
the forty-six accountants was about forty- 
five when they were named to these early 
boards, then they were born in the decade 
from 1850 to 1860, and for seven of the 
forty-six to have had college training may 
have been a relatively high proportion in 
the years 1896 to 1905. 

But this does not give the whole picture 
of their education. Some had been in edu- 
cational work before their appointment; 
one of them, John R. Sparrow, of New 
York, had taught business subjects for 
fifteen years, and at least seven others 
were so engaged before or after their 
service as examiners. And in accountancy 
literature, Charles E. Sprague and Anson 
O. Kittredge, both of New York, edited 
accounting magazines, the latter for twelve 
years; while Bentley’s Bibliography of 
Works on Accounting by American Authors 
lists four titles by one examiner, two by 
another, and one each by six others. This 
record is far ahead of that for the entire 
profession of accountancy. 

Third, as to their training. Of the seven 
who were born abroad, it seems that five 
came to this country before or soon after 
completing their education. But two at 
least served apprenticeships in England: 
James T. Anyon, of New York, who be- 
came an ACA after his service with 
Thomas, Wade, Guthrie & Company, and 
E. G. Shorrock, of Washington, who was 
an FSAA, but concerning whose training 
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we have no information. In the twenty or 
more years immediately preceding the 
enactment of the first CPA law, a consider- 
able number of foreign-born public ac- 
countants had come here and were in 
practice. Probably employment by them 
provided the training obtained by some of 
the other early examiners. The only one as 
to whom this is definitely known is Frank 
Broaker, of New York, who was employed 
by John Roundy, a public accountant who 
had come from Scotland. Only a little 
while after this period there were several 
such instances, a conspicuous one being 
that of George Wilkinson, who became a 
member of the New Jersey Board in 1908. 
He had received his training first with 
Veysey & Veysey of New York, beginning 
in 1887, and some years later with Bar- 
row, Wade, Guthrie & Company, of which 
firm James T. Anyon was then the senior 
partner. 

Fourth, as to their experience. Old 
records indicate that a few of the forty-six 
men who served as examiners in the period 
1896 to 1905 gave much or all of their time 
to activities other than public practice. 
Some seem to have been in business, one 
at least was a teacher, and some were city 
accounting officers. Apparently there were 
only seven or eight in these latter classes. 
They will not be named here because the 
known facts are not sufficient for positive 
statements about them. And of course all 
or some of them may have given part of 
their time to public practice. However, in 
all states and at all times a majority of the 
accounting members of the boards were 
public practitioners. And, so far as has 
been ascertained, each of them had been 
in public practice for periods of from eight 
to twelve years or longer. 

Last, as to their terms of service. In 
those first ten years from 1896 to 1905, 
twelve examiners served about one year 
each, ten served two years each, twelve 
served three years each, four served four 
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years each, four served five years each, two 
served six years each, and two served seven 
years each. The forty-six examiners served 
for a total of one hundred and thirty years, 
or slightly less than an average of three 
years each. However, whereas thirty-four 
served a total of sixty-eight years, or an 
average of two years each, the other twelve 
served a total of sixty-two years, or an 
average of over five years each. Perhaps 
the influence of the twelve with the longer 
average service upon the examination 
work of the boards was greater than that of 
the thirty-four examiners who averaged 
only two years in the period studied. 

But the twenty-nine examiners who 
composed the nine boards in 1905 all 
served one or more years thereafter, some 
as much as five to ten years. The longest 
such service among the forty-six early 
examiners was that of Walter Mucklow 
of Florida, from 1905 to 1921. Later that 
record was matched by Charles N. McCul- 
loh of New York, from 1909 to 1925, and 
was exceeded by Durand W. Springer, 
from 1913 to 1938. But no other has 
equalled that of John F. Forbes of Cali- 
fornia, from 1909 to some year still in the 
future. These long tenures of position as 
examiners indicate that their services were 
satisfactory to the profession and the 
public, and that, although their work might 
have been onerous, the examiners found it 
interesting and inspiring. 

Their appointments seem to have been 
due to various causes. In each of the nine 
states, one or more of the first examiners 
had actively promoted the enactment of its 
CPA law. In some cases nominations,were 
submitted by the State Societies, as has 
been done in later years. In fewer in- 
stances, perhaps, the selections were of 
persons favorably known to the appointing 
officer, or upon the recommendation of 
some one who so advised the appointing 
officer. Later it was rumored that practical 
politics occasionally influenced the selec- 
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tion of accountants as examiners, but so 
far as was learned such was not the case in 
the naming of the forty-six examiners in 
the first ten years. Whatever the reason for 
the early appointments, they seem to have 
been fortunate selections. 

Turning from this survey of the forty- 
six examiners of the nine boards as a 
group, to some of the individual examiners, 
they will be taken up in the reverse of the 
years in which their boards were created, 
since of course those who began their 
service near the end of the first ten years 
did not have an opportunity to influence 
the work as did those who began it in 1896. 

Florida was the ninth CPA state, its 
law being approved June 5, 1905. It had 
three examiners, of whom one was a 
banker and one an accountant in Talla- 
hassee. But its most outstanding examiner 
was Walter Mucklow, of Jacksonville. He 
was born December 9, 1864, in London, 
England, of Scotch ancestry, and was 
educated at Kings College, London. In 
1866 at the age of twenty-two he located 
in Jacksonville. In 1909 he was British 
Vice-Consul and later Consul, and Norway 
made him a Knight of the Order of St. 
Olaf. He promoted the Florida CPA law 
and received Florida certificate No. 1. He 
was a member of all the accounting socie- 
ties and an officer in most of them. After 
serving as president of the State Society 
from 1905 to 1931 he was made president 
emeritus. He was chairman of the Florida 
Board of Examiners from 1905 to 1921, 
and in 1941 he wrote that “‘in the report of 
a survey made in 1915-1916, Florida 
ranked fourth in the entire country for the 
originality of its examination questions.” 
The Accountants’ Index lists three books 
and twenty-five magazine articles by him. 
He died June 14, 1941, at Schenectady, 
New York. 

Michigan was the eighth CPA state, its 
law being approved May 4, 1905. Its first 
examiners included one lawyer, one ac- 
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countant in Grand Rapids, and John H. 
Clegg of Detroit. No record of the latter’s 
birth or education has been found but, as 
he was a veteran of the Civil War, perhaps 
he was born about 1840. He was the oldest 
public practitioner in the state and was 
active in the organization of the first 
Michigan association in 1896 and in its re- 
organizations in 1901 and 1905, having 
been in 1902 its representative at the meet- 
ing in Washington of the Federation of 
Societies of Public Accountants in the 
United States. In 1902 and 1903 he had 
charge of the preparation of a CPA bill 
for his state. In all these activities from 
1901 or earlier he had the active collabora- 
tion of Durand W. Springer, of Ann Arbor, 
whose activities as an accountant, associa- 
tion officer, editor, and member and secre- 
tary of the Michigan board from 1913 to 
1938 are so well known that it would be 
superfluous to repeat them in detail. How- 
ever, it may not be so generally known 
that he was graduated from Albion Col- 
lege, had taught business subjects, was a 
member of the National Education As- 
sociation and of the Commercial Teachers 
Association, and had been engaged in 
public practice since 1887. Since he was 
from thirty-five to forty years of age in the 
years from 1896 to 1901 it is possible that 
his educational experience may have had 
an influence upon John H. Clegg’s services 
as an examiner. 

New Jersey was the seventh CPA state, 
its law being approved April 5, 1904. The 
three examiners of its first board were ac- 
countants, the best known being Frank G. 
DuBois of Newark. He was born July 27, 
1855 in New York; after finishing high 
school he took the course at Packard’s 
Business College. He received New York 
CPA certificate No. 177 in 1901. He was 
the author of the New Jersey law and served 
as an examiner from 1904 to 1909. When 
he was president of the board, it adopted 
a resolution on April 8, 1908, looking to the 
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formation of an Association of CPA 
Examiners. This object was accomplished 
at Atlantic City, October 10, 1908. Later 
in 1916-1917 he was a member of the 
Board of Examiners of the American 
Institute of Accountants. He died June 7, 
1927. 

Illinois was the sixth CPA state, its law 
being approved May 15, 1903. Its first 
board included a business man, the man- 
ager of an audit company whose directors 
were bankers, and Ernest Reckitt, of 
Chicago, who was born on October 8, 
1866, in Hull, England, and was graduated 
with honors at Manchester University. He 
began public accounting in Chicago in 
1891 at the age of twenty-five. He served 
on the Illinois board from 1903 to 1907 and 
on the Institute board in 1919-1920. He 
has contributed many articles on account- 
ing subjects to the magazines. Perhaps his 
interest in his work as examiner is most 
clearly evidenced by his close association 
with Doctor David Kinley, who in 1903 
was Dean of the College of Liberal Arts 
and Science and later President of the 
University of Illinois, which institution 
by law had supervision of the Board of 
Examiners. Illinois was the first state to 
seek a clear definition of a public account- 
ant, in connection with which endeavor 
Dean Kinley, presumably with the as- 
sistance of Ernest Reckitt, consulted 
many accountants in Illinois and other 
states. 

Washington was the fifth CPA state, its 
law being approved March 12, 1903. Its 
first Board of Examiners numbered five in- 
dividuals including a corporation treasurer, 
a banker, a city comptroller, an account- 
ant in Tacoma, and E. G. Shorrock of 
Seattle, who was born in Blackburn, Eng- 
land. At the age of fifteen he was an office 
boy with the West Lancashire Railway 
and in 1899 he moved to Seattle to act for 
British interests in Alaska. Three years 
later, in 1902, he began the public practice 
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of accountancy in Seattle. He had become 
an FSAA presumably before he left Eng- 
land but details as to his experience are not 
available. He was an officer of his state 
society and actively promoted the Wash- 
ington law. He served as an examiner from 
1903 to 1911; and his interest in the litera- 
ture is evidenced by many magazine arti- 
cles. He died October 28, 1933. 

California was the fourth CPA state, its 
law being approved March 23, 1901. In the 
five years from 1901 to 1905 it had eight 
examiners, of whom one did not become a 
CPA and two were state or city officials. 
Norman McLaren served the first year 
only; A. Wenzelberger and Lester Herrick 
served two years of the five and also one 
and three years, respectively, thereafter. 
But apparently the examiner who exer- 
cised the greatest influence during the 
early years was Alfred G. Platt, of San 
Francisco, who served from 1901 to 1906. 
He was born in 1852 in Nottingham, Eng- 
land, and moved to San Francisco in 1872, 
where he was employed in banking until 
1880. In that year, at the age of twenty- 
eight he began the public practice of ac- 
countancy. He actively promoted the 
California law and his interest in CPA 
examinations resulted in at least one article 
on the subject. He died November 10, 
1910, at Havre, France. 

Maryland was the third CPA state, its 
law being approved April 10, 1900. There 
were seven examiners on its board in the 
six years 1900 to 1905. Of these, two were 
lawyers, two who received certificates were 
a banker and an actuary, respectively, and 
one was a CPA in Baltimore and a member 
of the American Association of Public 
Accountants to 1915 but of whom nothing 
more has been learned. The two others 
were Max Teichman and Frank Blacklock, 
both of whom were active in securing the 
CPA law and were early officers of their 
state society. No information can be given 
about Frank Blacklock except that he 
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was born in Baltimore in 1853 and died in 
1917, after many years of practice in his 
city and after having been a frequent con- 
tributor to accounting periodicals. Max 
Teichman was born in Saxony, on June 22, 
1860, and was educated in German institu- 
tions; after he had moved to the United 
States in 1883, he was a member of numer- 
ous scientific and technological societies 
besides those of accountants. He was presi- 
dent of the Maryland examiners from 1900 
to 1904 and wrote many articles for ac- 
counting publications, usually on technical 
subjects but at least one upon the early 
history of accounting. He died December 
27, 1922. 

Pennsylvania was the second CPA state, 
its law being approved March 29, 1899. 
In the seven years 1899 to 1905 ten persons, 
of whom five were lawyers and five were 
accountants, served on its board of four 
examiners. These included George R. 
Heisey, of Lancaster, who served from 
1899 to 1903, Frank A. Kimball, of Pitts- 
burg, who served from 1904 to 1905, and 
Lawrence E. Brown, of Philadelphia, who 
served from 1904 to 1912. But probably 
the early activities of the Pennsylvania 
board were influenced most by John 
Vaughan of Pittsburgh and Charles N. 
Vollum of Philadelphia. John Vaughan, 
after service as a Navy paymaster and 
several years in business, was on the staff 
of his brother-in-law, John Heins of 
Philadelphia, in 1887; he then began his 
own practice in Pittsburgh. He was an 
examiner from 1899 to 1903; the state 
society received his accountancy library 
upon his death in 1917. Charles N. Vollum 
was born in Philadelphia, October 4, 1839, 
and was graduated from Girard College at 
an early age. Before and after his service 
in the Civil war he was in business; he 
began public accounting practice in 1875. 
He represented the state society in ad- 
vocating the CPA law. An unknown has 
told the story thus: 
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Throughout the session’s long and tedious fight 
At meld and deal; at shuffle, cut and draw, 
Our gallant Vollum strove through half the night, 

And thus he got the votes that passed the law, 


He served as president of the board from 
1899 until his death on October 26, 1911. 
New York was the first CPA state, its 
law being approved April 17, 1896. Ih 
the ten years from 1896 to 1905, twelve ac- 
countants filled the three places as exam- 
iners. James T. Anyon, born in England 
where he became an ACA, moved here in 
1887 and became the head of Barrow, 
Wade, Guthrie & Co. He was the first 
secretary of the American Association of 
Public Accountants in 1887, was an ex- 
aminer in 1897-1898, published Recollec- 
tions of Early Days of American Account- 
ancy and many magazine articles. He died 
February 7, 1929. Rodney S. Dennis was 
a partner in Patterson, Teele & Dennis, 
was an officer of his state society, served 
as examiner in 1898-1899 and died March 
9, 1904. Anson O. Kittredge was born in 
Ohio, February 19, 1848, attended Miami 
Commercial College, was a bookkeeper at 
the age of eighteen, and became a manu- 
facturer. During his last twenty years he 
was an editor of accounting and trade 
journals, and a teacher in New York Uni 
versity. He also was the originator of the 
course of study of the Institute of Bank 
Clerks. He was an examiner in 1899-1900 
and died March 23, 1903. Henry R. M. 
Cook and Arthur W. Teele were public 
practitioners; both served as examiners 
1905 to 1907. The former was a member 
of the New York City Board of Education 
and was active in promoting the School of 
Accounts established in New York in 1892, 
and the School of Commerce, Accounts 
and Finance of New York University im 
1900. He died January 4, 1932. The latter 
was chairman of the Institute Board of 
Examiners from 1916 to 1922. John R. 
Sparrow was born in Brooklyn in 1859, 
taught accountancy subjects for fifteen 
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, was accounting adviser to the 
Comptroller of New York City and was 
a partner in Sparrow, Harvey & Co. He 
was an examiner from 1901 to 1905 and 
died April 9, 1921. John R. Loomis was 
born in Cambridge, N. Y., January 15, 
1846, was in public practice many years, 
and was an active officer of all societies of 
accountants. He served as an examiner 
from 1898 to 1905 and died December 7, 
1922. Leonard H. Conant, who was an 
examiner from 1900 to 1903, and Fer- 
dinand W. Lafrentz who followed him, 
1903 to 1907, are both living; these two 
men, together with Ernest Reckitt of 
Illinois, are the senior surviving examiners. 
Mr. Conant was born in Washington, 
April 25, 1856, and was graduated at 
Phillips Andover Academy in 1874. After 
some years in business he began public 
practice in 1888. Mr. Lafrentz was born in 
Germany, March 25, 1859, and came here 
in 1873. In 1879 at the age of twenty he 
was an instructor in accounting in the 
Bryant and Stratton School in Chicago. 
He began public practice in 1899. 

The nine New York examiners so far 
mentioned include all except the first 
three appointees who made up the first 
CPA examiners anywhere. Frank Broaker 
was born in Millerstown, Pa., March 16, 
1863, and attended City College, New 
York. At twenty years of age he was 
employed by John Roundy of New York, 
who was a CA of Scotland; upon his em- 
ployer’s death in 1887 he began practice 
on his own account. He was an early mem- 
ber of the American Association of Public 
Accountants and participated actively in 
its efforts to establish the School of Ac- 
counts in 1892. Then, in 1895 he and W. 
Saunders Davies represented all account- 
ants in efforts to secure the New York 
CPA law. His co-committeeman gave him 
credit for the successful outcome. Perhaps, 
though not certainly, he outlined the scope 
of the examination. This seems probable, 
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because he had worked for a CA and had a 
complete file of the British magazine, the 
Accountant. He served as an examiner in 
the year 1896-1897. He died November 
11, 1941. 

Charles Ezra Sprague was born in New 
York, October 9, 1842; in 1860 when 
eighteen he was graduated at Union Col- 
lege with the A.B. degree and a Phi Beta 
Kappa key; in 1862 he earned the A.M. 
degree. Union gave him an honorary 
Ph.D. in 1893, and he became a trustee of 
the College in 1906. He served in the 
Union Army from 1862 to 1864 and was 
discharged as a brevet Colonel. Although 
his later life was spent as a banker, he 
was a student of many subjects, including 
Volapuk—a world language—simplified 
spelling, and accounting; he was especially 
interested in accountancy. His acquaint- 
ance with the Secretary of the Board of 
Regents, Melvil Dewey, caused the latter 
to ask him to be present when the Ameri- 
can Association petitioned for a College 
of Accounts in 1892. His selection as one 
of the first examiners may have been due 
to that acquaintance. He was author of 
The Philosophy of Accounts, and The Ac- 
countancy of Investment. He was a member 
of the first faculty of the School of Com- 
merce, Accounts and Finance of New York 
University, but curiously his biography 
though prepared and published by that 
institution in 1931 does not mention his 
service as an examiner in the years 1896 
to 1898, though a tablet was erected after 
he died March 21, 1912. 

Charles Waldo Haskins was born in 
Brooklyn, January 11, 1852, and was 
graduated as a civil engineer at Brooklyn 
Polytechnic Institute at the age of fifteen. 
Thereafter he spent five years as a book- 
keeper, two years abroad in the study of 
art, and about twelve years again as a 
corporation bookkeeper and internal audi- 
tor. He was a member of the Institute of 
Accounts and started public practice on 
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his own account in 1886. Six years later 
he and Elijah Watt Sells were engaged by 
a Congressional Commission to do some 
special work and out of that association 
grew a great friendship and professional 
partnership. From that intimacy Mr. Sells 
came to know his associate so well that, as 
is told in the biography, he later urged and 
had others urge his selection as an exam- 
iner, in which capacity he served from 
1896 to 1901. In the latter year he re- 
signed to assist in the organization of the 
School of Commerce, Accounts and Fi- 
nance, of which he was the first dean. His 
society offices, his public addresses, and 
his publications were so many that they 
cannot be enumerated here. But the 
minutes of the Board of Examiners show 
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that he was regular in attendance and per. 
formed a great quantity of work. With his 
fellow members, including Sprague, 
Broaker, Anyon, Loomis, Dennis, Kit. 
tredge and Conant, he planned the board’s 
procedure and its rules and practices in 
connection with waivers of examination, 
experience requirements for admission, and 
the issuing of certificates. All this was new, 
Perhaps however his most important work 
as an examiner was that of the preparation 
of the Certified Public Accountant Syllabus. 
This was published in September, 1900, 
with an attached bibliography that filled 
forty-seven pages. The Syllabus went 
through two later editions and remained 
as the standard for the New York CPA 
examinations until 1935. 


TRAINING FOR THE PUBLIC 
ACCOUNTING PROFESSION 


RICHARD S. CLAIRE 


profession is a continuing process. I 

suppose no small part of this training 
process begins at a point in the life of the 
person long before he has chosen public 
accounting for a career, and I am sure the 
process—perhaps the most important part 
of it—continues from the day he starts as 
a green junior to the day of his final sep- 
aration from the profession. Every ac- 
counting engagement is a new problem to 
be studied and mastered, and certainly 
some of us have had rigorous training at 
the hands or over the knees of clients. I 
should like to limit the discussion in this 
paper to that portion of this continuous 
training process which lies between the 
day when our budding public accountant 
emerges from high school and the day 
when he becomes a qualified beginner in 
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the public accounting profession. You will 
note that the closing date I have selected 
is the day on which our trainee is a quali- 
fied beginner and not the date of his 
graduation from a four- or six-year ac- 
counting course. Far too often these dates 
do not coincide. The fact that they do not, 
coupled with the strong desire on the part 
of all concerned to bring graduation day 
and qualifying day together, is, as I under- 
stand it, one of the major motives for 
holding Association meetings and having 
these discussions. 

Let us examine the present-day method 
of training for public accounting. Most 
schools decide upon and arrange their cur- 
ricula in such a way that the student 
upon successful completion of the pro- 
gram will be eligible and qualified to sit 
in the CPA examination. Curricula are so 
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arranged that the available faculty per- 
sonnel will be utilized completely and will 
enjoy teaching the courses offered. I regret 
that I cannot include a statement to the 
effect that the curriculum is usually sub- 
mitted to and seriously discussed with sev- 
eral practicing public accountants. It 
seems that this would be a very desirable 
added step to be taken by those who are 
arranging curricula. When I make this 
suggestion about consulting with prac- 
ticing public accountants to other teachers, 
occasionally their reaction begins with an 
icy stare and is followed by a short lecture 
along the following lines: How can anyone 
who is a member of the teaching profession 
dodge the responsibility he has assumed 
for elevating the public accounting profes- 
sion and showing it the light? I subscribe 
less fully to this philosophy than some of 
my fellow accounting teachers and refuse 
to admit that all salvation emanates from 
halls of learning. 

An accounting curriculum that is not up 
to date and does not provide men who are 
qualified to meet the current problems of 
public accounting practice is one to be 
avoided at all costs. Many public account- 
ing firms today show more real concern 
over their social responsibilities and oppor- 
tunities for real service to business than 
could be found in a group of typical ac- 
counting professors. Are we teaching how 
to prepare audit working papers, a task 
for which many of us are not too well pre- 
pared, at the expense of teaching auditing 
standards? Do our cost accounting courses 
consist entirely of filling out practice sets, 
with the result that we have not time to 
discuss whether or not the final answer 
may be of use to business management? 
The leading public accounting firms are 
today looking for men who have been 
broadly trained, who have a full under- 
standing of the social responsibilities and 
standards of conduct which are required of 
those who enter the public accounting pro- 
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fession, and who are qualified to render to 
clients real services far beyond the scope 
of the ordinary audit. 

To what extent should our curricula 
prepare for the CPA examinations? The 
CPA certificate is the badge which de- 
notes the attainment of professional status 
and the coveted goal of the majority of 
those who enroll in public accounting 
courses in college. I am sure that many of 
those who set out to become CPA’s do 
so with only the vaguest notions of what 
will be required of them and what lies 
ahead. This situation is reflected, in part, 
by the huge turnover in the profession 
and by the large numbers who try but 
never receive the certificate. If it is true 
that a relatively small proportion of those 
who study accounting and even work for 
a while in public accounting ever become 
CPA’s, should we continue to build so 
much of a curriculum around preparation 
for the certificate? I hesitate to admit that 
the CPA certificate of necessity and of 
itself signifies that the holder is a man who 
is thoroughly competent and well trained 
for present-day public accounting practice. 
In fact, training for CPA certificates may 
produce narrow-gauged men to enter a 
profession that is rapidly becoming more 
and more broad-gauged. 

The importance which various public 
accounting firms attach to the CPA cer- 
tificate is not so uniform as is its impor- 
tance as reflected in many of our curricula. 
At least one firm insists that a staff man 
have the certificate as a prerequisite to his 
attaining the rank of senior accountant. 
On the other hand, there are firms that 
look upon the obtaining of the certificate 
as a desirable, but not necessarily essen- 
tial, qualification. To them it is more of a 
reflection of the attitude of the staff man 
and his desire for a mark of accomplish- 
ment. Certainly, some of the most capable 
men I have known in public accounting 
are not certified. I basten to add that such 
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men do not constitute a majority, and I 
do not wish to detract from the importance 
of the CPA certificate or leave the im- 
pression that I do not consider it a badge 
of distinction. However, I do think that in 
arranging our offerings those of us in 
teaching have at times attached a greater 
significance to the preparation for the CPA 
examinations than is attached to the cer- 
tificate by those who hire our graduates. 

I hope many will agree with me when I 
conclude that we should leave our cam- 
puses more often, consult more frequently 
with those who ordinarily hire our public 
accounting graduates, and listen more at- 
tentively while those who are practicing 
the profession of public accounting tell us 
the type of product they find most useful 
and desirable. Once the design has been 
laid out, I think those of us who are in 
teaching are best qualified to procure, ar- 
range, and operate the machinery which 
will turn out a product of the agreed-upon 
pattern. 

Our present deliberation over this prob- 
lem of training for public accounting will 
constitute only a small fraction of the time 
that has been and will be spent on the 
question. Probably we should review and 
study the nature and results of similar con- 
sideration given to the question by others 
in the past. Recently I reread the pub- 
lished reports of the Committee on Edu- 
cation of the American Institute of Ac- 
countants for the past ten years. Reading 
these reports in chronological order and 
reviewing ten years’ reports in one after- 
noon gave me a perspective I had never 
gained by reading them singly and at 
annual intervals. There seemed to be a re- 
curring thought expressed or implied, 
namely, that the accounting teachers and 
public accounting practitioners should be 
brought more closely together, that some- 
thing should be done “to bridge the gap.” 

The Institute Committee on Education 
has made a variety of attacks on this prob- 


lem of “bridging the gap” and of setting 
training standards which it is hoped will 
provide the profession with well-qualified 
and properly trained personnel. In 1936 
the Committee recommended among other 
things that “...four years of collegiate 
training beyond high school should con- 
stitute a minimum educational require- 
ment.” This recommendation is one to 
which practically everyone subscribes. 
Certainly it will be difficult for us to con- 
tinue to speak ‘of public accounting as a 
profession unless we hold to that mini- 
mum requirement and foster its extension. 
I approve this recommendation since it is 
a step forward, but action in matters of 
this kind should be taken slowly. Even 
universal adoption of the recommendation, 
however, still leaves much to be desired 
if public accounting is to take its place be- 
side the other and older professions. So 
far as I know, no other profession has a 
minimum requirement of education be- 
yond high school as low as four years. 

Another recommendation of the Insti- 
tute Committee in 1936 was to the effect 
that the suggested four-year course should 
consist of 60 semester hours devoted to 
cultural subjects and 60 semester hours 
devoted to accounting and related business 
subjects. This recommendation seems to 
be dangerous from several aspects. 

From the standpoint of the teacher and 
school administrator it may encourage a 
belief that students sufficiently exposed to 
accounting and business courses auto- 
matically become qualified for public ac- 
counting. The yardstick for evaluating the 
accounting curriculum might become @ 
specified number of semester hours rather 
than the type of courses offered and the 
quality of training given during those 
hours. There might develop a false sense 
of satisfaction with a curriculum which 
would probably be hard to change. 

From the standpoint of the public ac 
counting firm which seeks qualified per- 
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sonnel, there might be a temptation to 
give insufficient consideration to schools 
whose accounting curricula did not pro- 
yide the same distribution of semester 
hours as those recommended by the Insti- 
tute Committee. At the same time I think 
most of us would agree that some schools 
might be doing a better job of preparing 
for public accounting by devoting, let us 
say, only 40 semester hours to accounting 
and allied business subjects. The danger 
which exists in this area might be made 
even more acute if the Institute Commit- 
tee should publish a list of colleges and 
show the extent to which each provides 
the suggested distribution of program. 
This idea of rating schools of business and 
universities was suggested in the 1936 re- 
port of the Institute Committee on Educa- 
tion but subsequent reports do not indicate 
that this idea was put into effect. Of 
course, the effectiveness of such a rating 
of schools which offer professional account- 
ing training would not be lasting; for as 
soon as it became known that a certain 
school which did not meet the formal 
standards was nevertheless doing an ex- 
cellent job of preparing men for the profes- 
sion, public accounting firms would turn 
to that school for personnel in spite of the 
fact that it did not meet the standards of 
the Committee on Education. 

In the 1942 report of the Institute Com- 
mittee on Education, a somewhat different 
approach was taken. At that time the 
Committee made known the results of a 
questionnaire which had been submitted 
to representative teachers of accounting in 
which they were asked to give constructive 
suggestions concerning the future activi- 
ties of the Institute Committee. As might 
be expected, these replies showed very 
little by way of a definite pattern or con- 
census. Some thought that more auditing 
practice should be included in the curricu- 
lum; some were of the opinion that schools 
overemphasized specialized courses; others 
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urged that tax courses were essential. It 
was also suggested that younger members 
of college faculties should be released for 
brief periods for work with accounting 
firms. A majority of the professors ex- 
pressed the opinion that too few of their 
more capable students were being em- 
ployed by public accounting firms. This 
last expression of opinion seems to me to 
be one of the most noteworthy of the vari- 
ous replies received. I think it indicates the 
width of the gap between practitioner and 
teacher rather than a surplus of men 
properly trained for public accounting or 
a lack of vision on the part of public ac- 
countants. It suggests that too many 
graduates who carry the stamp of approval 
of their professors and schools are, for 
some reason or other, not prepared and do 
not have the qualifications which the prac- 
titioner believes to be necessary. 

Such a questionnaire may serve the 
purpose of “‘bridging the gap” between the 
practitioner and the teacher, but I hesitate 
to admit that it can do much toward 
crystallizing a desirable scheme of training 
for public accounting. The evidence seems 
to point to the impossibility of prescribing 
any single curriculum which will serve the 
purposes of all public accounting firms, as 
well as to the impossibility of agreement 
among public accounting firms as to the 
type of man and training which they con- 
sider to be best. 

When one considers how widely the en- 
gagements and clients of various public 
accounting firms differ, it is not surprising 
that a single curriculum will not fit the 
training needs of all. It is true that in gen- 
eral all public accounting firms perform 
similar types of services such as auditing, 
system installation, and assistance in tax 
matters, but the kind of personnel required 
by the firm with large clients is often differ- 
ent from that needed by the public ac- 
counting firm that specializes in preparing 
monthly financial statements for clients, 
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in bankruptcy work, and in preparation of 
tax returns for individuals and small busi- 
nesses. 

Any uniformity of programs of training 
for the profession seems even more futile 
when looked at from another angle. Under 
the present scheme of things, every spring 
just prior to the annual hatching of junior 
accountants, our campuses are visited by 
representatives of public accounting firms 
who are looking for good men. They never 
look for mediocre men and, I might add, I 
don’t blame them for the position they 
take. On the other hand, I am sure that 
not all men employed by all public ac- 
counting firms are top-notch. Probably 
there is a hidden discounting process at 
work whereby the representative feels 
that if he asks to see only the best men in 
the class the accounting teacher’s enthusi- 
asm to get his men placed, or perhaps his 
ignorance as to what type of man is highly 
qualified for public accounting work, will 
operate to bring the representative in 
touch with the cross section of skills, abili- 
ties, and personalities which are necessary 
in staffing any public accounting firm. 

Ostensibly the representative is looking 
for junior accountants when he comes to 
our campuses. Really he is hoping to hire 
a group of men from which he will eventu- 
ally draw a partner, several managers or 
supervising seniors, and a still larger num- 
ber who will have reached their peaks of 
performance at the senior accountant level. 
The apparent search for juniors fits our 
offerings because each of our graduates has 
come from a single mold marked “Public 
Accounting Majors.” We have done prac- 
tically nothing to assist the public ac- 
countant in choosing men for varying 
levels of responsibility in the profession. 
About all we can say is that one graduate 
has a more pleasing personality than an- 
other and that one stood first in his class 
whereas another ranked number twenty- 
eight. 


In other professions this situation is less 
frequently met. The military profession 
has West Point for training junior officers, 
but there is also the Command and Gen- 
eral Staff School at Leavenworth for 
training general and staff officers. In medi- 
cine there are many schools which turn out 
M.D.’s, but certain ones have become 
famous and of particular service to the 
medical profession by providing post- 
graduate work designed to turn out sur- 
geons and specialists skilled in certain lines 
or with that extra training which increases 
their chances of attaining leadership in the 
profession. 

I think that the public accounting pro- 
fession may now be at that stage of growth 
and maturity where it would be glad to 
have the teaching profession provide 
training for various levels of public ac- 
counting responsibility and a limited 
amount of training along more specialized 
lines. Perhaps that statement is not in 
accord with fact and is unfair to the public 
accounting profession. Certainly some in 
the profession have been demanding train- 
ing of this sort for a long time, but those of 
us in the teaching profession have turned 
a deaf ear to the suggestion. I do not ex- 
pect to be seriously or justifiably contra- 
dicted when I say that there is no profes- 
sional postgraduate school in this country 
today that really makes a specialty of 
training public accountants for the higher 
levels in the profession. We have no Com- 
mand and General Staff School for ac- 
counting. 

At the present time a man who has de- 
cided upon public accounting as a career 
ordinarily faces two alternatives with re- 
spect to the amount of training he will get 
before entering the profession. He can take 
one of the customary four-year under- 
graduate courses in commerce or business 
administration at a school which has at- 
tained some reputation for training public 
accountants. As I said before, this course 
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may very likely consist of training for suc- 
cess in the CPA examinations, with 40 to 
60 per cent of his time devoted to cultural 
subjects. Or he may choose to spend one or 
two years in a graduate school of business 
administration after completing his four- 
year course and before entering public ac- 
counting. This additional year or two will 
probably provide a few more accounting 
courses interspersed in a program of allied 
business subjects such as marketing, 
finance, and business policy. On the other 
hand, his postgraduate work may consist 
of a year or two of study devoted almost 
solely to accounting subjects. 

I am of the opinion that if this prospec- 
tive public accountant elects training alter- 
native one, the chances are somewhere near 
three to one that he will find himself to be 
anarrow-gauged man entering a profession 
that demands, particularly in the higher 
echelons, more breadth of vision, training, 
and understanding of all phases of business 
than his formal training will have pro- 
vided. If he elects training alternative 
two, Iam quite confident that his chances 
of entering public accounting with a de- 
ficiency in preparation are materially re- 
duced. I believe, however, that we who are 
in the teaching profession have not de- 
voted sufficient attention to providing real 
professional schools and curricula for the 
men who wish to enter public accounting 
so well prepared that the long arduous 
road to leadership in the profession will be 
shortened and made easier. I would even 
strengthen that statement by saying that 
our position has been closer to one of dere- 
liction of duty to the profession than one 
of lack of sufficient attention. At the very 
time when some of us have been bemoan- 
ing the fact that public accountants have 
been slow to recognize their obligations to 
society and the broader aspects of the ac- 
counting profession, we have done nothing 
to show that the teaching profession is able 
or willing to offer much help to the very 


profession it purports to serve and lead. 

For example, there are those who believe 
that the Harvard Graduate School of Busi- 
ness Administration has not assumed its 
proper share of the responsibility for train- 
ing high calibre men for the public ac- 
counting profession. A number of gradu- 
ates of this school have attained eminence 
in the profession of public accounting, but 
I think it should not claim a dispropor- 
tionate share of the honors these men have 
gained. The school has made certain that 
its graduates were not narrow-gauged, and 
I say this is an admirable objective, but in 
the process of broadening every precaution 
has been taken to make sure that the 
graduate who entered public accounting 
did so with so few of the tools and skills 
needed during the early and most trying 
years in the profession that only the most 
able survived the first spring recession. 
This attitude and approach seems to me 
to be fraught with just as much danger, 
and misses the mark with respect to serv- 
ing the public accounting profession just 
as far, as a program which grinds out men 
skilled in techniques but unable to see any- 
thing more than the equality of footings 
on a balance sheet. 

Today there are two words that are 
buzzing with all the spark and elusiveness 
of an electric charge in some public account- 
ing firms—business consultant. They are 
also buzzing with even greater elusiveness 
at some schools. It is a reflection of a rap- 
idly increasing realization on the part of 
public accounting firms that many of their 
clients have been in need of and, in some 
instances, have been paying for diagnosis 
whereas they were getting little more than 
an annual reading of temperature. In order 
to grow, and perhaps just to survive, pub- 
lic accountants will have to provide added 
services in the future. They are in an ideal 
position to provide business consulting 
services and if they do not fill the need 
some other group will. We need not wait 
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for the future to find the evidence of this. 
This condition affects us in the teaching 
profession because the demand for broad- 
gauged professionally trained men who 
have an understanding of the many facets 
of business is already here, and our curric- 
ula and programs must provide such men. 

Some public accountants have expressed 
themselves as being somewhat hesitant 
about increasing the scope of their services 
to clients much beyond the ordinary audit- 
ing relationship for fear of thereby losing 
their status of independence in the eyes of 
certain governmental regulatory bodies. It 
will be unfortunate for all concerned if this 
hesitancy develops to such a stage that 
business cannot obtain the advice and 
services of the very persons best qualified 
to render such assistance. I find it difficult 
to believe that an accountant who provides 
his client with consulting services in mat- 
ters related to accounting and who takes 
no part in formulating or executing com- 
pany policies thereby disqualifies himself 
from expressing an independent opinion 
regarding the company’s financial state- 
ments. 

Certain things must be in his program of 
preparation if a public accountant is to be 
qualified by training and experience for 
this high sounding but imminent and re- 
sponsible position as a consultant to busi- 
ness. He will have to be above average in 
his knowledge of marketing; he will have 
to be qualified to grapple with tough 
financial problems; he will need to know 
more about taxation than just how to fill 
out the forms for filing; he will have to 
have a grasp of cost accounting in the utili- 
tarian sense; and perhaps he will be called 
upon from time to time for assistance in 
such widely varying fields as personnel and 
plant layout. Clients will not turn to pub- 
lic accountants for the complete solution 
of all these problems, but they will wish 
to discuss them with accountants whom 
they consider qualified to offer construc- 


tive suggestions and assistance. 

Let us not be deceived into thinking 
that any school, however excellent its cur- 
riculum, however skillful its instructors, 
however great its prestige, or however long 
its course of study, can turn out graduates 
who are qualified for immediate or even 
early use in a business-consultant ca- 
pacity by a public accounting firm. There 
surely will be several years of hard, back- 
breaking work as a junior and semi-senior 
before a man moves to that higher echelon 
in the accounting profession wherein the 
business consultant is to be found. There 
is a reason why I referred to the elusiveness 
of the term “business consultant.” I have 
heard far too much talk about training 
public accountants to be business consult- 
ants with no recognition of the need for 
including in that training some prepara- 
tion for an inevitable interim period be- 
tween graduating from school and qualify- 
ing for the more responsible positions in 
the public accounting firms of the future. 
There are spurs to be won on the climb to 
the top in the public accounting profession, 
and I think it is downright heresy to talk 
about training for top-flight positions or 
for the business-consultant aspect of the 
profession and at the same time to arrange 
a program of study which omits or treats 
too lightly those aspects of training and 
preparation without which a man may not 
survive, and probably cannot excel, during 
the period while he is earning his spurs. 

Up to this point most of my remarks 
have been critical in nature. I should like 
to turn now to the more difficult and 
equally debatable matter of offering some 
suggestions which seem to me to be con- 
structive in nature. What kind of educa- 
tional program should be available to a 
man who, having decided upon a career in 
public accounting, wishes to get the maxi- 
mum and best possible preparation before 
embarking on his life work? Presumably he 
wants a training that will not only equip 
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him with the ability to handle his job dur- 
ing his early years in the profession but 
also expedite his rise to positions of greater 
responsibility in the accounting firm of his 
choice. 

Assume that this man’s decision to enter 
public accounting was made at the com- 
pletion of his high school work. His first 
step in securing proper training should be to 
complete a four-year undergraduate course 
in commerce or business administration 
with a major in accounting subjects. Here 
I would agree with the American Institute 
Committee on Education that the curricu- 
lum in this four-year course should consist 
of approximately one-half cultural sub- 
jects, with the remainder of the courses be- 
ing well distributed among accounting and 
related business subjects. 

His selection of a school in which to take 
this four-year course is more important 
than one might think if one looks only at 
catalogues, titles of courses, and the long 
list of schools offering such commerce or 
business administration courses. I make 
this statement with conviction. During the 
past few years I have had occasion to ob- 
serve the end-products of many four-year 
curricula. The top-ranking graduates of 
undergraduate business schools are as dis- 
similar as night and day in ability and in 
understanding of business in general and 
accounting in particular. It is this observa- 
tion that leads me to recommend that the 
selection of an undergraduate school be 
made with great care. The student should 
do all in his power to select a school in 
which accounting philosophy, as well as 
technique, is taught. He should select a 
school where accounting is looked upon as 
a means to an end and not as an end in 
itself; where the relationship of accounting 
to other aspects of business is recognized; 
and where the technical aspects of account- 
ing are viewed as the results of reasoned 
conclusions founded on experience and 
certain fundamental principles rather than 


as a mass of mysterious rules to be memo- 
rized and applied. 

It seems to me that graduation from a 
four-year course of the general nature de- 
scribed would equip the graduate for his 
early years in the public accounting pro- 
fession, that period during which he is 
earning his spurs as a junior and semi- 
senior. Let no one take that remark to mean 
that four-year men are destined to rise no 
higher than semi-senior rank. In fact, most 
of our leaders in the profession today have 
come from this group. They have gained 
in the hard and rather slow school of ex- 
perience that extra something required of 
leaders. 

Now let us return to the man who has 
just completed his four-year commerce 
course. Assume that he wishes to get fur- 
ther formal education before entering the 
accounting profession, because he believes 
that such a move on his part will reduce 
the period of time he will have to spend in 
the lower levels of public accounting re- 
sponsibility. Here I am at a complete loss 
as to what might be recommended to him. 
There are no professional schools that 
train for public accounting as such, and the 
field is limited and unattractive if one 
turns to graduate schools of business ad- 
ministration which offer courses which 
would be particularly useful to a commerce 
school graduate who wishes to make addi- 
tional preparation for the profession. Even 
if I knew of and wished to recommend such 
a professional school, I would advise that 
one or two years of practical experience in 
public accounting be obtained prior to un- 
dertaking the advanced study. There are 
definite limitations on the amount of ad- 
vanced training which can be given effec- 
tively to men who are without accounting 
experience and perhaps somewhat short of 
maturity. 

I cannot believe that this blind spot in 
our educational system will be with us 
forever or even for very long. Someone will 
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attempt to supply the needs of the young 
man we have pictured. I visualize this pro- 
fessional public accounting school which is 
bound to appear as having some of the 
following general characteristics. It will 
probably offer a two-year course. The staff 
will be picked with such care that prac- 
tically every member will have had prac- 
tical experience in the field in which he is 
teaching. Students will be selected with 
equally great care and no thought will be 
given to huge graduation classes or mass 
production. But you ask: How can you 
balance your school budget with that 
heavy pay roll and only seventy-five or 
one hundred students? If the job is well 
done and carries the approval! of the lead- 
ing public accounting firms, I believe that 
endowment and financial assistance from 
such firms would be forthcoming in 
amounts sufficient to balance the budget. 
I have discussed this matter with members 
of several firms and am convinced that the 
hope for such financial assistance is not 
just wishful thinking. 

The exact nature of the curriculum for 
this two-year professional course could be 
determined only after careful study and 
considerable consultation with leaders in 
the public accounting profession. How- 
ever, it is possible to think of the general 
pattern which it might assume. Probably 
a portion of the curriculum would change 
decidedly from time to time as the nature 
of the services rendered by the profession 
shifted. The first of the two years doubtless 
should include a few advanced accounting 
courses and offerings in taxation and busi- 
ness law, but the bulk of it should be spent 
on business courses of a broadening char- 
acter. It might include a course such as 
business policy, which would unify and 
coordinate the separate business courses 
taken up to that point. Certainly the plan 
for the first year should include an inten- 
sive and practical course in writing busi- 
ness reports of various kinds, including 
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audit reports. Courses such as business his- 
tory, business economics, and history of 
accounting and of the public accounting 
profession would fall within the scope of 
the broadening subjects included in the 
program for the first year. I should like to 
emphasize the necessity for keeping these 
broadening courses on a level of quality 
and importance comparable with that of 
the accounting courses as a guarantee that 
they will not degenerate into side-line 
courses in which mediocrity of course con- 
tent or student performance is accepted as 
being satisfactory. 

It seems to me that the second year 
should be almost solely devoted to sub- 
jects bearing on the duties and responsibil- 
ities of partners, managers, and supervis- 
ing seniors in public accounting firms. Here 
I can see the need for courses covering such 
matters as auditing standards; client rela- 
tions; supervision of audit field work; re- 
view of audit working papers; ethics of 
the public accounting profession ; office and 
personnel management; training of per- 
sonnel; setting of audit fees; relationship 
with regulatory bodies such as the SEC, 
utility commissions, and the Bureau of 
Internal Revenue; and relationship with 
investment bankers and lawyers. I am as- 
suming that courses taken in prior years 
will have given a solid foundation in ac- 
counting principles and procedures as such. 

Up to this point I have suggested a pos- 
sible course of training for a man who has 
decided at the end of high school that he is 
going to train for public accounting. Un- 
fortunately, a substantial number of men 
make the decision three or four years later, 
with the result that their first four years of 
college training may consist largely of cul- 
tural subjects or at least of subjects that 
are preparatory for neither business nor 
accounting careers. I think that the pro- 
fessional school of the future will therefore 
have to provide for three years of profes- 
sional training for these men, and that the 
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additional year required of them will repre- 
sent a penalty for their late decisions. This 
penalty is not so severe as it might sound, 
for I feel confident that the breadth of 
training gained by taking more cultural 
subjects at the undergraduate level will 
pay real dividends in the public accounting 
profession. 

Iam fully aware that what I have said is 
not conclusive; neither does it set up an 
exact curriculum for training for the public 
accounting profession. However, I hope 
you will agree with me that those of us who 
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have assumed the responsibility of training 
young men for public accounting must pro- 
vide a professional school or schools if we 
are to fulfill our obligation to society and 
to the public accounting profession. I 
should like to think of it as a school 
devoted to training broad-gauged ac- 
countants, who, after the proper period of 
seasoning by experience, will be able to 
assume positions of leadership in the public 
accounting profession. The problem we 
face is a large one and success will not be 
ours on the first attempt. 


PROGRESS IN CPA LEGISLATION 


R. L. Boyp 


ture enacted a new CPA law to repeal 

and replace both the CPA law of 1903 
and the public accountant law of 1927. 
Certain important features of this new law 
provide for freedom of interstate practice 
with control of out-of-state practitioners, 
eventual restriction of public practice to 
certified public accountants, recognition 
of general education beyond the high 
school level, and requirements for account- 
ancy education of a collegiate grade. None 
of these provisions were included in the 
original law; all represent progress toward 
the attainment of full professional status 
for public accountancy. 

One of the first problems which faced 
certified public accountants at the begin- 
ning of CPA legislation in this country was 
that of practice in states other than those 
in which they secured their certificates. 
Apparently, little thought was given to 
this problem by New York accountants in 
securing passage of the first law in that 
state; and early decisions of the adminis- 
trative board were opposed to the recog- 
nition of out-of-state certificates. Illinois 
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accountants early recognized the inter- 
state nature of public accountancy and 
were first to state the principle of freedom 
of practice in a statute. A section of the 
1903 law provided that “ . . . nothing con- 
tained herein shall operate to prevent a 
certified public accountant who is the law- 
ful holder of a certificate issued in compli- 
ance with the laws of another state, from 
practicing as such within this state, and 
styling himself a certified public account- 
ant.’ In other states, however, accountants 
felt that such a provision would not give 
proper administrative control of certificate 
holders. To allow interstate practice and 
at the same time to secure some control 
over all those practicing as CPA’s within 
the state, New Jersey in 1904 provided for 
the issuance of certificates on the basis of 
reciprocity of action by other states. The 
idea of reciprocity rather than complete 
freedom of practice spread rapidly and is 
now in effect in a great majority of the 
states. 

The Illinois public accountant law of 
1927 provided for the licensing of practi- 
tioners and the restriction of practice, but 
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it recognized out-of-state accountants only 
if their states recognized the Illinois license 
rather than the CPA certificates. Its effect 
was to prevent out-of-state accountants 
from practicing in Illinois without taking 
an additional state examination. In its 
1943 CPA law, Illinois has now recognized 
the desirability of reciprocity by inserting 
a provision that the University of Illinois 
may issue CPA certificates to the holders 
of valid certificates from other states if the 
applicants’ certificates were secured by 
written examination, if the educational re- 
quirements of the state of issue were equiv- 
alent to those of Illinois at the time when 
the original certificate was secured, and if 
the individual has met the personal re- 
quirements of age, citizenship, and good 
moral character. For the first time in forty 
years it is possible for outside certified 
public accountants to secure Illinois CPA 
certificates without additional examina- 
tion. 

Another feature of the 1943 Illinois CPA 
law is the provision for restriction of prac- 
tice to certificate holders licensed by the 
state. Under this provision the State De- 
partment of Registration and Education 
will in the future license only individuals 
holding CPA certificates issued by the Uni- 
versity of Illinois. 

The desire for restriction of practice to 
recognized public accountants goes back 
prior to the first CPA law in this country. 
Two bills introduced in the New York 
legislature in 1895 (one by the American 
Association of Public Accountants and the 
other by the Institute of Accounts) were 
both definitely restrictive. However, there 
was considerable opposition to such clauses 
on the part of state employees, bookkeepers 
and others who felt that to restrict the 
practice of public accounting to certificate 
holders would interfere with their own 
rights to engage in part-time practice. The 
law of 1896 accordingly omitted all refer- 
ence to restriction. As a result of this early 


defeat, and the meeting of similar opposi- 
tion in a few other states where such legis. 
lation was contemplated, none of the orig- 
inal CPA laws enacted in the several states 
(except for a short-lived law in Oklahoma) 
limited practice in any way. 

Nevertheless, certified public account- 
ants through their state-granted titles soon 
gained such prestige in the practice of pub- 
lic accounting that uncertified men made 
strenuous efforts to secure similar recogni- 
tion. An increased demand for accountants 
was created by the introduction of the cor- 
poration tax act of 1909, the personal in- 
come tax law of 1913, the efforts of the 
Interstate Commerce Commission to se- 
cure adoption of uniform accounting sys- 
tems, the endeavors of the American 
Bankers Association to secure improve- 
ment in methods of verification and pres- 
entation of financial data for credit 
purposes, the tremendous expansion of in- 
dustry (with its cost-plus contracts) during 
World War I, and the excess profit laws of 
that period. This argumented demand for 
service brought so many non-certified in- 
dividuals into the public accounting field, 
and directed the interest of so many others 
toward it, that those unable to meet the 
requirements for state certification soon 
sought other means of securing equivalent 
public recognition. 

Efforts of this nature first took the direc- 
tion of fostering CPA legislation in states 
which had not yet enacted such laws, in 
order that certificates by waiver might be 
secured. So great was this effort and s0 
varied were the standards of certification 
by waiver that some members of the Amer- 
ican Institute of Accountants for a time 
after 1916 sought to promote recognition 
of Institute initials, AIA, rather than 
CPA. The same conditions were primarily 
responsible in 1917 for the Institute’s uni- 
form examination service, though it was 
originally designed as a basis for recogniz- 
ing qualified public accountants for mem 
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bership in the national organization. The 
peak effect of this movement for easy cer- 
tification, however, was the formation of a 
so-called “‘National Association of Certi- 
fed Public Accountants” under the laws 
of the District of Columbia early in 1921. 
This organization had for its stated pur- 
pose the unification of the profession of 
public accounting through the issuance of 
national CPA certificates. Certificates 
were to be issued on the basis of examina- 
tions. So successful were these mock “‘ex- 
aminations’’ that more than 3,000 non- 
certified individuals secured “national” 
certificates in less than one year. Action in 
court in 1923 finally resulted in prohibiting 
the organization from conducting exami- 
nations or issuing national certificates. 
This action in turn resulted in vigorous ef- 
forts by the non-certified to secure waiver 
certificates in various states; and if they 
failed in these efforts, they then sometimes 
sought the repeal of state CPA laws. They 
met with some measure of success, but 
generally with failure throughout the 
1920’s and the early 1930’s. 

Illinois was unable to control these ac- 
tivities. Because of the wide-open provi- 
sion in its 1903 law which allowed practice 
by CPA’s from other states, the holders of 
National Association certificates could 
without penalty call themselves CPA’s and 
practice in the state as such. Even court 
action to prevent the use of these certifi- 
cates proved to be unsuccessful, as was 
shown when the Illinois Supreme Court 
(in the case of Gore vs. National Associa- 
tion of CPA’s e¢ al., 1923, 231, Ill. App. 38) 
held that holders of these certificates 
could practice in Illinois. Fortunately, the 
success of Federal court action against the 
National Association at that time effec- 
tively prevented the use of the bogus cer- 
tificates. However, legislative efforts of the 
non-certified in Illinois were successful in 
1925 in getting a law passed to license 
public accountants by the State Depart- 


ment of Registration and Education and 
to prevent practice by all others (including 
certified public accountants) not licensed 
by the state. This law was soon declared 
unconstitutional, but a similar one enacted 
in 1927 remained in effect until the new law 
of 1943 was passed. During that sixteen- 
year period Illinois had the unsatisfactory 
distinction of being the only state in the 
union with two separate laws which au- 
thorized two different administrative 
groups to grant two different titles to pub- 
lic accountants. As a matter of fact, indi- 
viduals who were unable to secure CPA 
certificates could be licensed to practice 
public accounting in the state, whereas 
certified public accountants could not 
practice without securing a similar license. 

So long as CPA legislation affected only 
the examination of candidates and the is- 
suance of certificates, the Illinois form of 
administration was satisfactory. When the 
restriction of public practice to certificate 
holders was introduced, state department 
administration for enforcement became 
necessary. The 1943 Illinois law, however, 
provides for a type of dual administration 
not in effect in any other state. Whether or 
not it represents progress is a matter of 
opinion. Under this law, the University of 
Illinois is to determine qualifications of 
candidates, appoint examiners, and issue 
certificates. After a certificate is issued, 
the holder cannot legally practice as a cer- 
tified public accountant within the state 
until he has been registered with the State 
Department of Registration and Educa- 
tion on the basis of a certain amount of re- 
quired experience. The CPA certificate in 
Illinois, therefore, partakes somewhat of 
the nature of an educational degree se- 
cured by meeting certain educational and 
personal requirements and passing a severe 
written examination. It can no more be 
revoked by the University than an aca- 
demic degree earned by a student can be 
taken away. Action for revocation lies 
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with the Department of Registration and 
Education. 

Restrictive legislation has been consid- 
ered or attempted in practically every 
state and has been successfully accom- 
plished in thirteen, but not without 
granting some recognition to non-certified 
accountants. Its progress has been tempo- 
rarily delayed by present conditions but 
will undoubtedly continue until eventually 
no one in this country will be allowed to 
practice public accounting unless he first 
meets the high standards of certification 
required by state laws. 

The 1903 Illinois law contained the ear- 
liest statutory requirement of high school 
education for candidates. Administrative 
boards in New York and Pennsylvania had 
set up a requirement of high school educa- 
tion for candidates in an attempt to place 
certified public accountants on a profes- 
sional par with attorneys and doctors, for 
whom similar requirements were then in 
effect. Illinois, however, was the first to 
require it by statute. So far in advance of 
the times was this educational requirement 
that as late as 1907 people who opposed 
the provision secured an amendment 
which provided that it be waived for the 
May examinations of 1908 and 1909. As 
late as 1926, the American Institute of 
Accountants recommended in a model law 
the substitution of “sufficient commercial 
experience” for high school education. 
Nevertheless the conviction has grown 
that broad general education, as well as 
technical preparation, is a necessary basis 
for professional standing. In the early days 
of CPA legislation, general preparation 
was evidenced by high school graduation. 
Today a college education is becoming 
necessary. 

Progress toward general college educa- 
tion as a statutory requirement has not 
been very satisfactory. New York has re- 
quired a college degree with a major in 
accountancy. California will require, be- 


ginning January 1, 1944, two years of gen. 
eral college training. No other state acty. 
ally requires more general education than 
that received in high school. A few stil] 
allow commercial experience as a substi- 
tute. However, a trend toward such re. 
quirements is indicated by provisions 
which give some credit toward required 
experience for such education. Pennsyl- 
vania, for example, will accept evidence of 
a general college education in lieu of two 
of the five years’ experience otherwise re- 
quired. In Kansas, general college educa- 
tion is similarly recognized. The 1943 Illi- 
nois law also recognizes this trend by 
accepting two years of college education in 
lieu of one of three years of required ex- 
perience, or four years of college education 
in lieu of two years of experience. It does 
not, however, make college education an 
absolute requirement. 

It is further significant of our general 
lack of progress in this respect that sug- 
gestions for increased general education 
requirements are often opposed by ac- 
countants themselves. As a matter of fact, 
accountancy is far behind the other 
professions in this requirement in spite of 
recommendations by committees of the 
American Institute of Accountants from 
time to time in recent years that ulti- 
mately all applicants for CPA examina- 
tions should be required to have had a 
college education. However, progress is 
definitely though slowly being made in 
that direction. 

One of the most important characteris- 
tics of any profession is the requirement of 
professional education prior to authoriza- 
tion for public service. Accountancy legis- 
lation has long been weak in this respect. 
Prior to the first CPA law, members of the 
American Association of Public Account- 
ants (later the American Institute of 
Accountants) sought to secure professional 
education of candidates. A School of Ac 
counts was established in 1892 with the 
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expressed hope that the graduates of this 
school would be licensed by the New York 
Board of Regents. This, it was thought, 
was the way to secure professional educa- 
tion for accountants by the American 
method of classroom training rather than 
by some type of apprenticeship. 

Professional education requirements 
were sought in the first accountancy bill 
introduced in the New York legislature in 
1895. It provided for additional training in 
accountancy by stating that any person to 
be licensed must have completed a two- 
year course of study in a technical school 
of accounts authorized by the Board of 
Regents of the University of the State of 
New York. However, the legislative influ- 
ence of those who must have been more 
interested in new titles than in providing 
adequate preparation for practice resulted 
in the omission of technical education re- 
quirements in the law and thus was lost 
to the future profession the benefit of early 
statutory pressure for schools of account- 
ancy. 

Technical education in accounting as a 
requirement for admission to the CPA ex- 
aminations was omitted from other early 
laws because the pattern was already set 
and because no technical schools were then 
in existence, or because the schools in op- 
eration had not yet developed their courses 
to the extent necessary to provide satis- 
factory preparation of professional ac- 
countants. Instead of education, both law 
and regulation placed emphasis upon a 
requirement that applicants for certifica- 
tion must first secure experience in public 
accounting practice. (Whether or not they 
secured the experience under the direction 
of professional accountants or through 
their own engagements seemed not so im- 
portant as the fact that they had shown 
proof of practice.) Although CPA legisla- 
tion spread throughout the country, tech- 
nical education was almost wholly neg- 
lected for a long time. 
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Colorado was one of the first states to 
give some recognition to technical educa- 
tion when, by board regulation in 1913, it 
allowed training in a school of accounts 
and finance to be substituted for two of the 
three years of practical experience re- 
quired. However, the first real effort to have 
accountancy education legally recognized 
as a method of preparation for public 
practice was made by Maryland arcount- 
ants, who in 1916 succeeded in securing an 
amendment to their state CPA law allow- 
ing college education in accountancy to be 
completely substituted for the experience 
requirements. Since that time a large num- 
ber of states have recognized by law or by 
State Board regulation the value of tech- 
nical education in accountancy in that 
they have permitted either partial or com- 
plete substitution of such education for the 
experience requirements. A few states have 
given a sort of negative recognition to this 
type of training by first increasing the ex- 
perience requirements and then allowing 
partial substitution of education in ac- 
countancy only to the extent of the addi- 
tional requirements. At the present time 
approximately one-half of the states give 
some such recognition to accountancy edu- 
cation. Four states allow full substitution 
of accountancy education for the experi- 
ence requirements. 

Yet very few states have progressed to 
the point where education in accountancy 
is actually required of all CPA candidates. 
The New York law provides that after 
January 1, 1938, all candidates must have 
satisfactorily completed a course of study 
in an approved college or school of ac- 
countancy. (Pressure from applicants with- 
out such training caused the state board to 
waive this requirement until January 1, 
1941.) By regulation, every candidate for 
examination in New Jersey after January 
1, 1944, will be required to have completed 
an approved program of study of account- 
ancy. The new Illinois law includes a 
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similar requirement but recognizes the ne- 
cessity for slow development by allowing 
some time to elapse before it goes into 
effect. In the fourth, fifth, and sixth years 
after passage of the law, applicants must 
submit proof of the successful completion 
of at least sixteen semester hours or the 
equivalent in the study of accounting. In 
the seventh and succeeding years the can- 
didates must have had at least thirty 
semester hours or the equivalent in the 
subjects of accounting, business law, eco- 
nomics, and finance, at least twenty of 
which must have been in accounting. 
Public accountancy is still far from hav- 
ing achieved an educational status equiva- 
lent to that of other professions. This is 
shown by such facts as these: In a few 
states high school education is even now 
not required of all candidates; only two 
states require some general education at 
the college level; only three states require 
some technical education in accounting. 
Legislation does not of itself produce 
progress. It reflects and protects the prog- 
ress already made. The difficulties met in 
securing legislative requirements for higher 
professional standards therefore indicate 


that accountancy is not yet fully prepared 
for higher standards. Legislators are not 
likely to be ready to restrict all public 
practice to CPA’s so long as there remains 
a public demand that can be satisfied by 
the services of the uncertified. This de- 
mand will continue as long as the need for 
accountancy services exceeds the supply of 
such services by certified public account- 
ants, and until the public is well educated 
as to the public and individual importance 
of having auditing and other technical 
work performed only by men of tested 
qualifications. Higher standards for admis- 
sion to the profession will not be hard to 
obtain when the profession and the public 
are fully ready for higher standards. When 
general and technical education are widely 
recognized as basic to the professional 
character of public accounting, it will be 
easier to induce legislatures to restrict pub- 
lic practice to certified public accountants. 

Professional accountancy still has a long 
way to go to secure complete public ac- 
ceptance of its technical services and legis- 
lative recognition of its professional char- 
acteristics. Nevertheless, progress is being 
made. It is slow, but in the right direction. 


PROFESSIONAL ACCOUNTING PRACTICE 
TODAY AND TOMORROW 


DONALD P. PERRY 


CONTEMPORARY writer says that men 
A “* _.. who have always been secure 

come to feel that life will stay the 
way it is, or that it will get back to normal 
after a disturbance”; but when their 
dreams of security are dispelled they 
“ ,.. are likely to go to the other extreme 
...and conclude that everything must 
alter radically, and for the worse.’ Our 
dreams of security have certainly been dis- 


turbed. Where between the extremes are 
we likely to find ourselves when the dis- 
turbance subsides? Will our activities and 
our outlooks in the field of accounting be 
radically altered or shall we find them back 
close to the former normal? I shall try to 
paint briefly and with a broad brush the 
probable effects of recent developments on 
the future practice of accounting. While 
disclaiming any prophetic power, I feel 
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that some wartime trends and develop- 
ments may be considered indicative of the 
future and that their effects will carry over 
to some extent into the postwar period. 
Just as the onset of the war emergency 
brought no abrupt revolution in account- 
ing practices, but instead gradual develop- 
ments to meet changed situations, so the 
advent of peace at some future date will 
not suddenly return us to the conditions 
of the late thirties. Postwar business condi- 
tions will be different from prewar, and, 
furthermore, accounting practice and prac- 
titioners will inevitably be affected by the 
experiences and problems encountered 
during the emergency. 

Many problems arising as the result of 
wartime conditions will continue to per- 
plex us for years after the war. Uncertain- 
ties which will be resolved only by future 
developments have in the past presented 
difficulties in accounting practice and have 
been a basis for criticism by some who hold 
the erroneous conception that accounting 
statements are by their nature intended to 
be exact and accurate representations of 
fact. Uncertainties in financial position and 
operating results have been multiplied 
under war conditions, and unsettled fac- 
tors in connection with the termination 
and renegotiation of contracts and with 
our complex taxation scheme will remain 
to a substantial degree for many years. 
The bearing of these uncertainties on cor- 
porate credit and on appraisal of security 
values will obviously be of major import in 
relation to peacetime working-capital re- 
quirements and financing possibilities. The 
accounting profession may be faced with 
the need of developing further techniques 
for dealing with these uncertainties in- 
formatively and with judgment, fairness, 
and restraint. For example, it was not un- 
common in 1942 financial statements to 
deal with prospective renegotiation of war 
contracts solely as a contingent liability 
covered by a balance-sheet footnote. Some 
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companies have met with rude surprises in 
the effect which actual settlements have 
had on the year’s operating results. If no 
fundamental changes are made in the 
statute, accountants will undoubtedly feel 
that, for 1943, financial statements should 
in some way incorporate reasonable provi- 
sions out of the year’s earnings for renego- 
tiation refunds. 

Industries expect after the war a more or 
less protracted period of retooling, plant 
reconversion and rehabilitation, and re- 
development of markets. Accountants 
may then be urged to approve deferment 
in charging the costs of such prospective 
efforts until later periods when profitable 
results therefrom are anticipated. Man- 
agement will desire to relieve current 
operating expense of some of the burden 
of re-establishing maintenance postponed 
during the activity of the war produc- 
tion years. Decisions may be difficult as 
to the proper application of postwar con- 
tingency and other reserves previously 
provided out of profits or otherwise. Rep- 
resentations made in financial statements 
when the reserves were provided, the treat- 
ment accorded reserves in contract settle- 
ments, in renegotiation proceedings, and in 
taxation, and the over-all fairness of pro- 
posed accounting handling will all be 
considered in dealing with these questions. 
The wisdom and judgment displayed by 
the profession in this area may provide a 
criterion upon which will depend future 
confidence of the public in the profession. 

Obsolescence of property, plant, and 
equipment is another factor which will 
merit careful consideration when present 
emergency production has ended. The vol- 
ume of goods required for war purposes has 
made it profitable to utilize to capacity 
many plants which in normal times have 
been submarginal. The efficiency of such 
properties and of other old plant and 
equipment will be eclipsed by new produc- 
tive capacity installed in wartime at a cost 
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of some twenty billion dollars, the greater 
part of which is government owned and 
the rest privately owned. Obsolescence of 
prewar machinery will also have been has- 
tened by the accelerated development of 
new products and new applications of 
materials, such as plastics, light metals, 
electronics, and transportation and com- 
munication equipment. Limitations on 
provisions for obsolescence allowed for pur- 
poses of taxation and renegotiation may 
have been such that current accounting 
provisions do not adequately reflect the 
true extent of obsolescence. Business man- 
agement should face such facts, and the 
accounting profession should be prepared 
to assist it in taking a realistic attitude to- 
wards plant utility and value. 

Because most manufacturing concerns 
have been engaged on production under 
government contracts which in settlement, 
termination, or renegotiation have in- 
volved determinations or allocations of 
costs and profits, the methods used in cost 
accounting have assumed great impor- 
tance. Information which can be made 
available by cost accounting methods and 
cost departments will not be cast aside 
lightly after the period of government con- 
tract operation has ended, at least by most 
concerns. However, the cost accounting 
function in many companies may be ex- 
pected to undergo refinements and a shift of 
emphasis from use for contract-cost deter- 
mination to use for controlling production 
efficiency and measuring profit margins 
under trade conditions of keen competi- 
tion. Markets will change fundamentally 
from the present situation, in which the 
government is the chief or sole customer, 
to a most active competitive status. 
Restrictions on instalment buying will 
eventually be lifted and a vast accumula- 
tion of liquid assets and purchasing power, 
deferred during the period when many con- 
sumers’ goods have not been available, 
will be awaiting the potential production 
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of America’s expanded industrial plant. In 
such a revival of intense private competi- 
tion, the services of those experienced in 
practical cost accounting will be in demand 
for estimating new cost standards and pro- 
viding effective controls over production 
and distribution costs, rather than for 
making historical determinations of con- 
tract and other costs. 

With income and profits taxes absorbing 
a major portion of the operating profits of 
business concerns, with the increased rates 
of personal income taxation, and with mil- 
lions of new taxpayers reporting to the 
Treasury Department as the result of in- 
creased earnings and lowered exemptions, 
it is not strange that there is a growing 
popular concern over the complexity of 
our national system of taxation. Congress 
begins to realize that the structure is in 
danger of falling of its own weight and that 
some simplification must be made. Ac- 
countants who have dealt with tax ques- 
tions throughout their professional careers 
have a peculiar opportunity to make sub- 
stantial contributions in this field. As 
members of an organized profession they 
have on past occasions offered suggestions 
for legislation and administration, but per- 
haps in the future such suggestions drawn 
from experience may be accorded more 
weight than ever before. It is not impossi- 
ble that simplification of our income tax 
administration might develop in a direc- 
tion which would place added responsibili- 
ties on the accounting profession. Shortage 
of available income tax inspectors led the 
Canadian tax authorities in 1942 to experi- 
ment with a plan that placed greater reli- 
ance on the auditors of taxpayer corpora- 
tions, whereby the auditor reviewed 4 
questionnaire supplemental to the tax re- 
turn and made a written report thereon 
including a statement of the scope of his 
examination. The questionnaire is relied 
upon to disclose to the authorities possible 
differences between corporate income 4s 
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reported and income subject to taxation. 
Many of the complexities of our Federal 
tax practice arise from the differences be- 
tween taxable and book income which 
stem from technical definitions drawn by 
the law and Treasury regulations—differ- 
ences which in the long run often wash out 
without affecting the aggregates over a 
term of years. After all, the whole devel- 
opment of accounting principles and prac- 
tices has had as one primary aim the fair 
determination of income. An income tax 
structure which produces returns with 
more and more differences from fairly de- 
termined corporate earnings is certainly 
not a sound national development. If the 
Canadian experiment should prove suc- 
cessful, our own authorities might draw 
upon that experience and upon somewhat 
similar practices in Great Britain and en- 
deavor to bring income subject to taxation 
more closely in line with book income as 
reported and examined by independent au- 
ditors. Granted that there is little evidence 
in current administrative or legislative 
trends to suggest that such a change in 
policy is likely in this country, neverthe- 
less, it might possibly result from general 
dissatisfaction with the present situation. 
It would entail an added responsibility for 
the accounting profession, and possibly re- 
quire a more independent and judicial 
approach to tax work than at present; but 
it is the type of social responsibility which 
the profession should be prepared to ac- 
cept if it develops. 

Prior to the war, the average accounting 
practice was largely composed of audit 
work and preparation of tax returns, 
sweetened on occasion by nonrecurring 
system engagements or cases dealing with 
new financing. The scope of services ren- 
dered by accountants has been consider- 
ably extended in wartime, and it seems 
probable that the success of the profession 
in handling these varied assignments may 
result in a wider field of practice in the fu- 
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ture. The problems of business manage- 
ment have been tremendously complicated 
by the network of wartime controls in the 
face of expanding volume, and shortage of 
managerial manpower has led many clients 
to turn to professional accountants for as- 
sistance. Conversion of industrial plants to 
high-volume production of wartime goods 
in the face. of material and labor shortages 
has called for improved methods of produc- 
tion planning, allocations of materials, and 
inventory controls. Accountants have been 
asked to verify compliance with wartime 
rules for wage and salary stabilization, 
wages and hours regulations, price ceilings, 
and rationing procedures. They have as- 
sisted in negotiation and renegotiation of 
government contracts and have aided ex- 
tensively in inspection, audit, and ter- 
mination proceedings. Many special re- 
ports to the Office of Price Administration, 
the War Production Board, the Foreign 
Funds Control Unit, and other agencies 
have involved accounting and financial 
data. Independent auditing has been ex- 
tended in the labor union field and among 
certain government-owned corporations. 
Practicing accountants have thus been 
gaining wider experience and new stature, 
and at the same time business management 
and government representatives have had 
opportunity to appraise the ability of the 
accountant when he is confronted with 
new situations. To the extent that the pro- 
fession has had a measure of success, it 
may confidently anticipate future calls to 
meet the problems and controls which will 
face business in the postwar period of 
reconversion, readjustment, and recon- 
struction. 

Enumeration of some of the government 
reports and controlling regulations with 
which we have been dealing leads me to 
mention a significant effect on the work of 
the professional accountant. The adminis- 
trative needs of government bodies in con- 
nection with reports from business units 
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appear inevitably to lean towards stand- 
ardization of form and treatment. As a re- 
sult an unconscionable proportion of the 
practicing accountant’s time is nowadays 
concerned with study of regulations and 
compliance with required form. Rules and 
regulations as to reporting are so numerous 
and in many cases so rigid that the ac- 
countant may find himself in danger of 
giving first attention to compliance there- 
with, to the detriment of adequate consid- 
eration of fundamental matters of princi- 
ple and policy. Nor can the definitions and 
rules laboriously absorbed in one connec- 
tion be carried over into another field of 
regulation. Definitions relating to cor- 
porate affiliations, for example, are very 
different in reports under the Securities 
Act of 1933, under the Public Utility 
Holding Company Act, and under Foreign 
Funds Control, to say nothing of the in- 
come tax regulations. The profession has 
frequently pointed out the dangers and 
weaknesses of excessive standardization 
and insistence on uniformity by regulatory 
bodies and has done its part under war 
conditions in the struggle to limit the num- 
ber of questionnaires and reports de- 
manded of business. However, one can as 
yet hardly discern much reversal of the 
trend. Let us hope for and continue to 
strive for its reversal after the emergency 
is over. 

Such extensions of the accountant’s 
zone of operations as have been mentioned 
may be expected to accelerate the develop- 
ment of his interest and participation in 
the more comprehensive fields of eco- 
nomics and governmental administration. 
Problems of the war’s aftermath will in- 
deed force these subjects on the attention 
of every thinking citizen, and the account- 
ant will find in them many direct applica- 
tions to his future work. Over-all renegoti- 
ation of war contracts and claims for excess 
profits tax relief are two examples, both of 
which involve concurrent consideration of 


accounting factors and underlying eco. 
nomic and social judgments. 

Again, the trend in this country away 
from the isolationist view in favor of world 
cooperation will stimulate interest in for- 
eign trade, monetary exchange, and eco- 
nomic and social development of other re- 
gions of the world, all entailing accounting 
implications. Should a major price infla- 
tion develop, accountants may be faced 
with reappraisal of the validity of the cost 
principle in accounting for plant. Would 
the theory of “original cost” appear un- 
realistic in the face of a considerable rise in 
price levels and, if so, should accountants 
take the lead in consideration of the effects 
on public utility accounting and regula- 
tion? Settlement of lend-lease transactions 
and of the scrambled ownership of proper- 
ties in enemy-occupied countries points to 
possible inadequacies of traditional ac- 
counting and legal controls over values and 
titles without refcrence to underlying eco- 
nomic equities and realities. Ration cou- 
pons in relation to individuals, like lend- 
lease between governments, have pointed 
to limitations of the “‘silly old dollar sign.” 
The accountant should take an active in- 
terest in the future extent of government 
regulation and the relationship of govern- 
ment to business. He has been in a position 
during the last two decades to observe the 
weaknesses both of Jaissez faire and of 
bureaucratic controls, and he realizes that 
development of workable controls different 
from either of these traditional extremes 
will require vision and resolution, intelli- 
gence and understanding on the part of 
leaders in business, labor, and government. 

The long-term trend has been to place 
increasing social responsibilities on the 
accounting profession by expanding its 
functions and giving increased emphasis 
to judicial independence in auditing work. 
As already suggested, the scope of profes- 
sional problems has been broadening. In- 
dications that society may place greater 
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reliance on the independent judgement and 
integrity of the profession are to be found 
in the tax proposals heretofore mentioned 
and in the extent to which governmental 
contracting agencies and renegotiation 
boards have relied on the work of account- 
ants engaged by war contractors. 

In conclusion, a brief word should be 
said as to the general bearing these 
thoughts may have on accounting educa- 
tion. The educator is always confronted 
with the question of where the emphasis 
in curriculum and instruction should be 
placed as between teaching accounting 
techniques and development of under- 
standing of principles, policies, and under- 
lying social sciences. Obviously, the man 
trained to recognize the significance of new 
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situations and to meet them on the basis 
of an experienced judgment and a com- 
mand of basic principles has been a more 
useful member of the profession in wartime 
than the narrowly-trained technician. This 
is likely to be true also in years to come. 
While techniques will be improved and 
must be mastered by the successful ac- 
countant, the future leaders of the profes- 
sion will require more than ever an under- 
standing of the background of accounting 
in political economy, sociology, and ethics. 
It is to be hoped that accounting can be 
taught in such a way as to produce not 
mere theoreticians, but rather men who are 
practical because their practice is based on 
sound conceptions of underlying human 
relationships. 


GENERAL PRINCIPLES OF COST 
ACCOUNTING 


A. L. PRICKETT 


paratively recent origin. It is not a 

fixed unchanging set of principles, 
practices, and procedures. Neither is there 
unanimity of opinion at this particular 
stage of development as to what is the best 
interpretation of many controversial is- 
sues. Nor, in many cases, is there available 
a single accepted definition of elementary 
and fundamental terms. The word “‘cost” 
itself is qualified commonly by scores of 
limiting but not exclusive adjectives, such 
as original, replacement, standard, im- 
puted, first, total, marginal, out-of-pocket, 
appraised, new, depreciated, estimated, 
break-even, normal, budgeted, factory, 
unit, operation, distribution, depart- 
mental, fixed, variable, prime, direct shop, 
conversion, allowable or admissible, nego- 
tiated, and so on. Cost concepts are inter- 


Cr accounting as such is of com- 


mingled with expense in general, with 
value concepts, with economic theory, 
with legal decisions and statutory expres- 
sion, and with war emergency directives 
to the extent that basic cost accounting, 
if such there be, becomes increasingly dif- 
ficult to untangle from the confused, re- 
lated, but not identical strands. 

For these reasons,! it is desirable to con- 
sider with some care what is included in 
“accepted principles of cost accounting,” 
“‘generally recognized sound cost finding,” 
“commonly approved cost methods,” and 
other similar expressions frequently found 
in discussions of financial and general ac- 
counting, as though cost accounting long 
ago had been embodied in a simple set of 


1 See also Robert L. Dixon, “The Need for a State- 
ment of the Principles Underlying Cost Accounting,” 
AccounrTING REVIEW, July, 1943. 
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standards known to and accepted by all 
persons concerned and the whole subject 
could, therefore, be dismissed with a wave 
of the hand. It will be noted in numerous 
written expressions of past and current 
thinking that cost features have more 
often been ignored than treated, or that 
they have been passed over with the simple 
statement that costs are important and 
should be fair, reasonable, and “‘in accord- 
ance with generally accepted accounting 
principles and practices consistently ap- 
plied”—a somewhat anomalous covering 
blanket. 

One may, therefore, venture forth in 
search of these well-known, generally ac- 
cepted principles and attempt to state 
some of them, travelling at his own risk. 
It is fitting that a schoolman should doso, 
because he can be forgiven for becoming 
involved in a percentage of error, whereas 
a practical everyday cost man or public 
practitioner would lose face under the 
same circumstances. 

We may in the beginning restrict by 
choice the field to be considered as being 
the Cost of the Goods Manufactured, re- 
gardless of their physical location or own- 
ership, neither of which elements should 
alter that cost figure. Accordingly, the ex- 
penses incident to the distribution of goods 
and to the handlig of receivables, etc., lie 
outside the discussion. 

It is not likely that anyone will become 
greatly excited over a first generalization 
that: Cost of Goods Manufactured equals 
Direct Material plus Direct Labor plus 
Overhead Expense. These terms are ex- 
pressed as values but in each case are the 
product of quantities times prices. Ques- 
tions arise both as to the quantities and as 
to the prices to be used. The primary ob- 
jective in doing cost accounting work is to 
obtain reliable data for effective use; the 
secondary objective is to find the cost of 
the products made. Some persons do not 
believe that it is important to determine 


the cost of the product but rather that 
correct product costs are inevitable if other 
viewpoints are the ones stressed. The for- 
mula mentioned above stresses the three 
cost elements and is probably accepted by 
a great majority of accountants, although 
not by all of them. Since few propositions 
are accepted one hundred per cent, those 
accountants who differ will have to be left 
to the more exclusive enjoyment of their 
personal convictions. 

Before the meaning of the formula is 
pursued further, it is well to recognize that 


' time is part and parcel of the cost of each 


element. Time is mathematically deter- 
minable with a satisfactory degree of accu- 
racy. However, time must be cut into 
arbitrary lengths, and here there is dis- 
agreement. For cost purposes we have 
come to recognize the desirability of equal 
division. To express a carload of metal as 
40 tons and yet have these tons composed 
of varying numbers of pounds would not be 
tolerated. With time also, division should 
give component parts of the same size. 
Thirteen months of four weeks each equals 
52 weeks which multiplied by seven equals 
364 days—roughly 1} days short of exact 
reality and one or two days short of pres- 
ent accepted calendars. Capricious tamper- 
ing with the sidereal year should not be- 
come the basis for cost determination. Fi- 
nancial accounting on a monthly basis is 
inaccurate, but quarterly, semiannual, and 
annual statements avoid the difficulty ina 
reasonably satisfactory manner. 

Further subdivision of time by units of 
a week encounters legal regulations ex- 
pressed in hours. A norm or standard may 
be 40 hours (or in certain cases some other 
number). The customary seven-day week 
concept is seemingly erased and legal hours 
substituted. Then presumably one day of 
24 hours plus the next 16 hours of the 
succeeding day might constitute a legal 
week. The traditional week of seven days 
of 24 hours each, or a total of 168 hours, 
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would equal 4% theoretical weeks. To 
avoid a breakdown of reason, cost account- 
ing must adopt a standard workday and a 
standard work week for a given type of 
business. These standards are reduced to 
plant hours for budget purposes and over- 
head distribution. In labor-cost computa- 
tions regular rates comply with the law 
and contractual agreements; and excess 
cost begins whenever time runs over the 
regular amount, the law determining what 
is one-half excess and what is double ex- 
cess. Extra hours or designated days cause 
the differential. 

For most purposes the hour is a satisfac- 
tory unit. Fractions of hours have caused 
difficulties. The former practice of con- 
sidering any part of a half hour as a full 
half hour for tardiness is an illustration. 
Quarter hours or tenths of hours are more 
satisfactory. The principle remains that 
for practical purposes smaller units are not 
recognized in the payroll. However, for 
cost allocation a breakdown to tenths of 
hours, to minutes, or to hundredths of 
hours is mechanically expedient. 

We may then generalize that: For cost 
purposes 13 months of four weeks each, 
one week of seven days comprising 40 
work hours (or other figure by industries), 
one day of eight work hours (or other figure 
by industries), hour and quarter-hour units 
for pay roll, hours and tenths of hours for 
cost allocation, and minutes or fractions 
thereof for standard-setting are generally 
accepted time divisions. For overtime, 
clock time is converted to cost time by 
adding 50 per cent or 100 per cent, depend- 
ing upon contractual or statutory require- 
ments. The assumption here conforms to 
“Regulations on How to Keep Wage and 
Hour Records Under the Fair Labor Stand- 
ards Act of 1938,” and “Double Time 
Order #9240.”’ The wage rate remains con- 
stant for total time worked. The excess is 
computed by multiplying the added time 
by the regular rate, and the excess cost due 
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to overtime is segregated. Changing of 
time units or lack of uniformity of practice 
within a given business distorts cost fig- 
ures. Hence the expression “consistently 
applied” is vital to true cost determina- 
tion. 

Returning to the formula “Cost of 
Goods Manufactured equals Direct Ma- 
terial plus Direct Labor plus Overhead 
Expense,” we may now examine the first 
item, Material. In order to know at all 
times the quantity of material purchased, 
received, issued, and on hand, a system is 
necessary which involves purchase orders, 
invoices, receiving reports, stores-control 
accounts and subsidiary stores cards, 
physical protection of stores, requisitions, 
and inventory audit. Loose handling of 
stores violates the cardinal principles of 
accountability and internal check. There 
are various methods of verification appli- 
cable to inventories of materials, work-in- 
process, and finished goods; these include 
detailed physical count, chemical analysis, 
inspection estimates, sampling, and aver- 
ages by groups. The circumstances under 
which each method may legitimately be 
used are determined by the answers to 
three questions: First, which method gives 
the most accurate result? Second, which 
method is practicable, considering the na- 
ture of the goods inventoried and the meth- 
od of handling? Third, what legal restric- 
tions limit the choice? For example: 


1. The physical count by unit, by weight, etc., 
is usually most accurate. 

2. In-process goods in many cases are not sub- 
ject to accurate differentiation and are de- 
termined by test or by assumption, based 
on accurate listing of completed production. 
Completely accurate inventory may result 
in destruction of the product, as would be 
the case where chemical analysis is neces- 
sary. One must then be content with sam- 
pling. The same situation exists with some 
raw materials, both as to their composition 
and as to usable quantity. 

3. Complete physical inventory at one time 

may be forbidden by emergency ruling. 
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We may generalize that: Perpetual in- 
ventory as applied to direct materials is 
accepted as a satisfactory method of phys- 
ical count for cost purposes. The periodic 
shut-down inventory has less support now 
than formerly on the grounds either of 
necessity or of expediency. Accordingly, 
perpetual inventory is correct procedure 
although it amounts to a continuous series 
of inventories with a changing list of items 
covering all items over an agreed-upon pe- 
riod, say three months for example, and 
never on any one date gives an absolutely 
correct total inventory. The auditor and 
balance-sheet accountant may not be satis- 
fied but the cost accountant is. Their pur- 
poses are different and their viewpoints 
need agree no more than would those of 
two valuation experts, one determining 
values on a going-concern basis and the 
other on a liquidation basis. 

When it comes to considering the dollar 
value of direct material received, issued, or 
on hand, the ramifications of theory and 
practice are much more complex. Men who 
put on halos as practical men use purely 
theoretical valuation with abandon in this 
area and do not worry too much about it. 
Even the hypothetical man in the hypo- 
thetical illustration sits uneasily between 
x and y in trying to determine the cost of 
materials in the four situations: opening 
inventory, purchases, issues, and closing 
inventory. If by any chance one doubts 
the inference, let him tabulate the litera- 
ture on Materials. The quantity is amaz- 
ing. 

Issues of materials may be on one of the 
following principal bases: (a) average cost, 
(b) first-in, first-out, (c) last-in, first-out, 
(d) standard cost. The first three are the 
ones most commonly used and of these 
average cost is considered to be the best. 
The total cost of goods available (inven- 
tory plus purchases) is divided by the total 
number of units available to obtain a 
weighted average. This average changes 


with each purchase; for each issue the 
average price in effect at that time is used, 
The costs fluctuate less under this method 
than under first-in, first-out or last-in, 
first-out, and are perhaps more favorable 
in the tax picture. Many favor the appar- 
ent actual cost figures derived by using 
(b) or the market values paralleling sales 
which are obtained under (c). In dividual 
cases there appears to be some merit in 
their arguments. Neither group, however, 
is willing or able to follow its principle 
without variation or reserve, hedging in 
both rising and falling markets, and with 
returns and reissues representing a price 
series where original quantities have not 
been exhausted and later purchases made. 
Average cost is actual in total, but for the 
individual issue it is fictitious. Yet it is 
better than the other two methods under 
most circumstances and I should list it in 
the category of “generally accepted” prac- 
tices. I know that the time honored orig- 
inal-cost theory of the Bureau of Internal 
Revenue will carry much weight in the ac- 
counting setup, but I do not concede that 
the tax-revenue viewpoint will necessarily 
coincide with good cost accounting. There 
are many instances and areas in which 
government agencies fail to reach the front 
lines in their thinking. 

I believe that the best method of pricing 
material issues is undoubtedly standard 
cost, just as it is the best method of record- 
ing quantity issued. However, to say that 
pricing issues at standard cost is generally 
accepted procedure is to assume that 
standard costs have been generally ac- 
cepted, which is by no means the case. 
Standard costs rank fourth among the 
methods in use, being applied by only a 
minority of companies, although the dol- 
lar value of products made by these com- 
panies is considerable. Before standard 
costs can be widely adopted, they must be 
more widely understood. They meet the 
requirements for effective managerial con- 
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trol very well, which was stated as the 
number one objective of cost accounting. 
They represent what the product should 
cost and, together with the variances, show 
what it did cost and how the differences are 
classified. It may be that in due time 
standard costs may be listed as an accepted 
“must” for good management. 

Beginning and closing inventories of 
materials should be on the same basis, 
whatever basis is adopted. 

Costs chargeable to purchases of mate- 
rials should include invoice costs plus in- 
coming transportation, insurance, customs 
taxes and duties, and similar direct 
charges, in so far as they can be identified 
with the material. If they cannot be so 
directly identified, there is no point to 
forced artificial identification and they 
should be listed with other unidentifiable 
costs as part of the overhead. These in- 
coming costs represent the creation of 
“place utility” and are a part of the value 
of the materials. Some persons go further 
and maintain that all costs of purchasing, 
storing, handling, and record-keeping con- 
nected with stores should be charged to 
Materials. Perhaps in theory that is a cor- 
rect assumption, but difficulties arise in 
application which result in these depart- 
ments being classed as service departments 
and thus the costs are distributed only in- 
directly. Interest on investment in mate- 
rial inventories is a part of the general dis- 
cussion of “interest on investment as an 
element of cost,’’ the whole of which has 
for some years been pretty thoroughly dis- 
credited. There seems to be little advan- 
tage now in doing other than let the sleep- 
ing dog lie. 

Returns and allowances and trade dis- 
counts are proper deductions about which 
there is not so much controversy. Pur- 
chases discounts should be deducted in 
entirety, or on all amounts above a reason- 
able percentage for prompt payment, say 
One per cent, or not deducted at all. Un- 


certainty of discount-taking seems to have 
carried too much weight in influencing 
practice. The cost accountant’s interest in 
methods of finance is remote. Nor is he 
concerned with the amount of the charge 
except in so far as he may be responsible 
for part of the asset values upon which the 
expense is figured. We may generalize that: 
Correct procedure for cost accounting calls 
for listing material purchases net and let- 
ting financial accountants worry over what 
to do with the difference if discounts are 
or are not taken. In other words, the cost 
accountant is justified in assuming that the 
other areas of the business are well man- 
aged and he is not responsible for neglect 
therein. Here again I should naturally 
favor carrying materials at standard. Gen- 
erally, allowance for shrinkage of mate- 
rials, container cost, sampling, and labo- 
ratory expense are not included in mate- 
rial cost. 

Inventory valuation reserves are set up 
for a variety of purposes, such as to con- 
vert cost to market, to convert standard or 
normal stock to market, to provide for 
shrinkage, obsolescence, or price fluctua- 
tion, to anticipate future losses, and to 
provide for taxes. Practice is confused be- 
cause of the intermingling here of cost ob- 
jectives and general accounting objectives. 
If the adjustment of value cannot be iden- 
tified with specific inventory card records, 
a reserve is necessary to permit the control 
and subsidiary accounts to be in agree- 
ment. The charge is of particular interest 
to the cost accountant. Should it be made 
to overhead and included in the process 
and finished goods figures, should it ap- 
pear as an adjustment of cost of goods 
sold, or should it be a debit to profit and 
loss? While this question cannot be an- 
swered in an entirely satisfactory manner 
on the basis of practice, it appears reason- 
able to generalize that: Certain charges 
such as normal shrinkage may properly be 
capitalized through overhead into goods 


4 
q 


174 


cost; charges for which the manufacturing 
management is responsible, such as excess 
spoilage not to be charged to the period of 
production, may be made to cost of goods 
sold; charges for which the general admin- 
istration is responsible or which are not 
assignable to the factory, such as antici- 
pated change of product or market decline, 
may be made to profit and loss. 

Various methods of treating materials 
through standard costs are recognized, de- 
pending upon the time when standard 
figures are introduced and the way in 
which comparisons are made. Their gen- 
eral purposes are accepted as (1) recording 
materials in standard amounts and at 
standard prices, and (2) the segregating of 
quantity variances and price variances 
from costs at standard. Variances are 
closed to Cost of Sales, or to Profit and 
Loss. If the variances are prorated to 
work-in-process, finished goods, and cost 
of sales, these amounts are brought to ac- 
tual; this is probably more in line with the 
thinking of the Bureau of Internal Reve- 
nue but less in line with strict standard 
cost theory. 

The second item in the formula is 
Direct Labor, which by definition is con- 
sidered as all labor performed directly on 
the product. To indicate the nature of 
such work it is sometimes referred to as 
productive labor; this terminology both 
clarifies and confuses. ‘“‘Productive”’ elim- 
inates other types of labor as soon as one 
knows exactly what “productive” means 
and the sense in which the word is used. 
“Shop labor” carries a clearer connotation. 
It is probably better to use the term “di- 
rect labor” and limit its meaning to the 
labor of those who actually make the prod- 
uct. Direct labor can be identified with the 
individual job. 

“Explanation of Principles for Deter- 
mination of Costs under Government Con- 
tracts” (the Green Book) states in Section 
14: “It is recognized that complete uni- 
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formity in the definition of direct labor 
does not exist even within single indus. 
tries.” Efforts toward securing a better 
understanding are commendable. 

Shop engineering wage expense includes 
the compensation of professional engi- 
neers, of other technicians, of draftsmen, 
and others, but these items should not be 
classed as direct labor. They are overhead 
expenses which in some cases can be as- 
signed directly to a department, operation, 
or contract. 

When it is impracticable to treat direct 
labor as direct (because of the inaccuracy 
involved or the clerical expense) the item 
is handled as an indirect cost. 

Direct labor cost up to this point has 
been considered as related to a one-shift 
normal operation with no superimposed 
complications. In most companies such a 
situation does not exist today. Some of 
these added complications and the ac- 
cepted practices applied thereto should be 
considered. 

Overtime premiums paid to direct labor 
should not be charged to the jobs worked 
on during overtime hours but prorated as 
overhead over the entire period. The 
Fiscal Division, Headquarters Services of 
Supply, in discussing Army CPFF con- 
tracts stresses this principle. Cost ac 
countants agree that those overtime pre- 
miums which are in the nature of normal 
cost expectation are properly included in 
the value of inventories as product costs. 
Excess overtime of a temporary nature 
caused by emergency is a period cost prop- 
erly excluded from inventories and charged 
off to profit and loss. Practice is far from 
uniform, and questions arise as to the 
severity of losses in a period of price de- 
cline when inventories are inflated with 
excess overtime premium costs above not- 
mal expectation. 

An NACA Research Study (Vol. 22, No. 
24) showed that night-shift premiums were 
usually five or ten per cent of regular pay 
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and that third shifts enjoyed fifty to one 
hundred per cent more premium than sec- 
ond shifts. Multiple-shift premiums in 
practice tend to be included in direct labor 
or in overhead and are carried to the 
product. As in the case of overtime pre- 
mium, the war has tended to influence 
practice whereas sound theory would lean 
toward charging muliple-shift premiums 
to profit and loss. 

Employee training is always an item of 
some importance. Apprenticeship training 
was common practice before the war but 
naturally with the expanded production 
and the loss and turnover of industrial 
man power this cost has risen rapidly. 
While there was a prewar tendency to 
charge this item to profit and loss—an 
almost universal practice now—the cost 
has been considered as excess. However, 
the acceptance of such costs as normal 
would call for their inclusion as product 
costs through overhead. 

Payroll taxes paid by the employer are 
large in amount and may be considered 
as a cost which will continue to be in ef- 
fect for a long time to come and which will 
probably be at higher rather than lower 
rates. These taxes on direct labor may, 
therefore, be considered as normal and 
properly as a cost in addition to the basic 
labor rate. Companies which make single 
products, need no involved costing of in- 
dividual jobs, and operate under a day- 
wage plan, should treat these taxes as di- 
rect. But few businesses are in a position 
to do so. 

Pure theory is often modified by prac- 
tical considerations so that a sound work- 
ing principle suited to conditions at a 
particular time is developed. This is the 
case with the application of employers’ 
payroll taxes. It is inadvisable to try to 
add these payroll tax rates to each hourly 
tate, piece rate on each job, process, or 
operation; accepted practice, therefore, is 
to include payroll taxes as an element of 
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overhead and prorate them over produc- 
tion. If overhead is apportioned on the 
basis of direct labor cost the results are 
accurate and the expense involved in main- 
taining the records is reduced to a mini- 
mum. To treat payroll taxes as administra- 
tive expense or as a charge to profit and 
loss, as is sometimes done, is not considered 
desirable (NACA, August 15, 1937). 

Retroactive wage increases have oc- 
curred in recent years with a frequency 
calling for the adoption of an accepted pro- 
cedure for handling. Whenever possible, 
such increases on direct labor are charged 
to direct labor. Otherwise they are gener- 
ally absorbed through overhead. There are 
arguments for considering such costs as 
abnormal-period costs and charging them 
to cost of sales or profit and loss. The han- 
dling is influenced by the time when the 
increase goes into effect (that is, whether 
in the current or a subsequent period) and 
the resulting ease or difficulty of identifi- 
cation with product and possible recovery 
through sales, and by the accounting sys- 
tem in use and the extent, in the case of 
standard costs, to which all variances from 
a fixed standard are treated as period 
costs. 

Vacation pay, if applicable to direct- 
labor workers who take the pay but not 
the vacation, is charged to overhead and 
becomes a product cost or, through profit 
and loss, a period cost. Such cost is not 
applicable to any particular job and is 
properly an overhead item. If social trends 
indicate permanence of vacation pay for 
direct laborers, it is not important, in de- 
termining the principle for handling, 
whether they continue to work during the 
vacation period and receive double pay, 
or take the vacation and receive pay based 
on average earnings or other agreed-upon 
amount. Since the cost is on an annual 
basis, the weight of reason would be in 
favor of a profit and loss charge. 

The third element of cost, Overhead Ex- 
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pense, has long been recognized as the 
most difficult to allocate in a satisfactory 
manner. Direct material and direct labor 
were early separated from other costs be- 
cause records and reality could be brought 
together. All other proper costs of manu- 
facturing remained both to be determined 
and also to be distributed. Some of these 
items have been referred to briefly in con- 
nection with the discussion of direct mate- 
rial and direct labor. 

Overhead is collected in detailed objec- 
tive accounts, such as depreciation, com- 
pensation insurance, rent, fire insurance, 
property taxes, repairs to machinery, etc. 
Grouping is achieved through designating 
common characteristics such as fixed, vari- 
able, and semi-variable as to time; mixing, 
cooking, pouring, assembling, storeroom, 
cost and payroll, maintenance, etc., as to 
departmental function; controllable and 
uncontrollable as to operating responsibil- 
ity; direct and indirect as to the number of 
allocations or reallocations necessary be- 
fore actual expense reaches accounts in 
which it can be compared with predeter- 
mined, estimated amounts of like classifi- 
cation; actual and applied as to the degree 
to which historical costs are currently ab- 
sorbed; and many other bases. Both the 
items and the groupings are open to re- 
examination and ultimately to more gen- 
eral agreement on content limits and best 
usage. Only a small part of the overhead 
problem will be examined at this time. 

Some costs of production are not charge- 
able directly to the product. Ordinarily 
such items are regarded as overhead. The 
most common area of division ranges 
around an established or assumed normal 
and the over- and under-amounts not as- 
signable directly to product cost, but ab- 
sorbed as periodic adjustments through 
cost of goods sold or profit and loss. When 
operations fall considerably below normal 
it is apparent that not all of fixed over- 
head can be absorbed by the limited pro- 
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duction. Standard cost systems univer. 
sally provide for such situations in the 
principles upon which the systems are 
based. Studies show the monthly varia. 
tions as carried to profit and loss, but the 
annual variations go to cost of goods sold, 
Material-purchasing, issuing, and inven- 
tory-pricing policies reflect a desire to 
eliminate price-profits from costing. Sim- 
ilarly, excess direct labor costs are applied 
against current income. Excess labor costs 
applicable to indirect labor present a 
confused picture at the present time, 
colored by the tendency to charge every- 
thing possible to the job or contract. 
That tendency is to be expected in other 
overhead items also in wartime because of 
the nature of war production procedure 
and also because of the uncertainty of the 
length of the war period. A practice fol- 
lowed in emergency periods should not be 
assumed to be accepted practice for pro- 
duction in a period of peace, although some 
developments in abnormal times may 
carry through succeeding years and be- 
come common practice, thereby necessitat- 
ing their inclusion in everyday costing. A 
considerable proportion of costing in war- 
time follows the same accepted principles 
as peacetime practice. 

NACA, in August, 1941, published a 
study dealing in part with overhead ap- 
plication. This and related studies show 
volume of activity at normal ability to 
produce and sell to be the stated practice 
twice as often as expected actual is for 
the period. Volume may be measured in 
labor hours, machine hours, or units of 
product. In the ten-year period preceding 
the war, companies which used expected 
volume as a basis actually overestimated 
volume or underestimated expense to al 
extent that resulted in underabsorption of 
overhead in twenty-four per cent more 
company years than reflected overabsorp- 
tion. Companies which employed normal 
capacity underabsorbed burden two and 
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six tenths company years for each com- 
pany year they overabsorbed burden. Ac- 
cordingly computed normal gave greater 
variation in company years experience 
than expected actual, although both 
estimates were in error in the same direc- 
tion of optimism. Companies tended to in- 
crease the normal regardless of their ab- 
sorption experience. It may be stated as a 
generally accepted principle that: Over- 
head rates should be based on normal abil- 
ity to produce and sell over a period of 
years. The factors involved in determining 
that normal need further attention. (See 
“Practice in Applying Overhead and Cal- 
culating Normal Capacity,” NACA Bulle- 
tin, Vol. 19, No. 15, April, 1938.) 

In war periods capacity is likely not only 
to be greatly expanded but also to be util- 
ized far beyond the expectation involved in 
the “normal” used to determine burden 
rates. Overhead will then be overabsorbed 
in amazing amounts if the rates remain un- 
changed. If the allowed cost recovers this 
overhead, profits will be excessive. If, on 
the other hand, the overabsorption is con- 
sidered as offset against underabsorption 
of prior years with resulting reduction of 
profits, then some weight may be given to 
the overabsorption. This contention, al- 
though plausible, is not defensible, for al- 
though two errors may cancel each other, 
the cancellation does not justify the errors. 
Finally when differences are carried to 
profit and loss, there is the question of 
tates based on a norm which represents an 
arithmetic average of items of wide range 
as against a moving norm closely tied in 
with expected actual budget. 

Absorption of overhead brings fresh 
problems if the company is engaged both 
in war production and in civilian produc- 
tion. In case the war contracts are cost- 
based, the government stipulation as to 
unallowable costs may load small non-war 
production with more overhead than it can 
bear. The excess should be carried to profit 
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and loss and covered by memorandum dis- 
tribution to adjust apparent war profit to 
real profit on war contracts. On the other 
hand, certain items such as added plant 
guards and police, identification badges, 
uniforms, etc., are distributed only to war 
production. 

War production sometimes causes a 
temporary shift in practice but not in 
principle. For example, rejects, reworks, 
and scrapped parts resulting from govern- 
ment contracts are charged directly to the 
job instead of to overhead to be spread 
over production. This change should be 
considered as facilitating reimbursement 
and renegotiation, and not as a change in 
accepted general procedure. 

The change from standard and process 
costs to job costs is similarly not to be 
interpreted as a decision in favor of order 
costs, but rather as an indication of the 
adaptability of cost accountants to war 
regulations and conditions. In many in- 
stances, the companies which change their 
cost systems are making wartime products 
which are different from their peacetime 
lines. 

Nonrecurring expenditures arising from 
wartime production raise interesting ques- 
tions. Mr. R. P. Marple’s report of April 
15, 1943, gives a cross section of practice, 
as summarized below. 

The original cost of protective installa- 
tions ordinarily, unless a small item, would 
be capitalized and depreciated through 
overhead. This accepted procedure tends 
to persist, although the weight of practice 
is thrown to immediate absorption either 
during the first period or by the current 
contract, but still through overhead. Most 
companies spread the cost over all produc- 
tion, although some which produce both 
war and non-war items have considered 
the charge as necessitated only by the war 
production. 

The same practices are found relative 
to space and fixed equipment for govern- 
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ment officials. Naturally, this expense 
caused by provision for auditors, inspec- 
tors, etc., shows a marked tendency to be 
assigned to war production. In connection 
with facilities for added employee training, 
the tendency is two to one in favor of mak- 
ing the charge to current production as 
overhead instead of capitalizing it. Here 
the war influence is pronounced. On the 
contrary, when it comes to expenditures 
for new washrooms, lockers, etc., for 
women workers, these amounts are more 
often capitalized and depreciated through 
overhead than absorbed currently by one 
method or another. Some companies cap- 
italize the more durable items and charge 
the shorter-lived items, such as chairs and 
lockers, against the first contract. In the 
case of these facilities and others discussed, 
companies charge normal depreciation to 
product costs and the excess to profit and 
loss under certificates of necessity. 

When the cost of rearranging and con- 
verting equipment to production for war 
contracts is not specifically allowed by con- 
tract, most accountants consider the ex- 
penditure as having but little value beyond 
the purpose of conversion and absorb it 
currently over the production for the pe- 
riod. The practice of writing such cost off 
as a direct charge to the first contract is 
increasingly favored. 

Expenditures for war-product research 
(“costs incurred prior to decision that a 
marketable product has resulted”’), if they 
can be identified with specific contracts, 
are so charged directly, but if such identi- 
fication is difficult they are absorbed 
through overhead for the current period. 
Costs for engineering, drafting, and de- 
signing products under war contract are 
more frequently charged directly to the 
first contract than in the case of research, 
but the prevailing procedure is still to 
spread them over all current production 
of the period through overhead. Only in 
the case of special patterns, dies, jigs, tools, 
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molds, etc., required for war production 
is the direct first-contract charge over. 
whelmingly the practice. However, one. 
third of the companies investigated used 
the current period charge, predominantly 
as overhead. 

It is interesting to note that research 
and development costs, if considered suc- 
cessful, are seldom capitalized. Special 
projects, large expenditures beyond nor- 
mal expectations, and the development of 
new and special machinery are commonly 
capitalized. In the development of new 
products, improvement of existing prod- 
ucts, and material testing, costs should be 
absorbed through overhead or direct 
product charge. Some companies view the 
first two types of costs as a separate charge 
to profit and loss, excluding them from 
manufacturing costs that run into inven- 
tories and from general administrative or 
selling expense. However, inclusion in 
manufacturing cost is the accepted pro- 
cedure. The cost of pure research is one 
which might well be a current profit and 
loss charge or special charge, and the tend- 
ency is in that direction, although 
erroneous inclusion in overhead still pre- 
dominates. The development of new 
manufacturing methods and the experi 
mental testing of products are generally 
accepted as overhead items. Purchase? 
patents and patent litigation are adminis- 
trative charges though originally they may 
be capitalized. Royalties relating to spe 
cific products are naturally a direct prod- 
uct charge. 

Although not consistently followed, itisa 
generally accepted principle that: Indirect 
costs applicable to current production 
should be included in the overhead of the 
period, and indirect costs not so applicable 
should be spread over future production as 
an element of cost, or if the applicability 
to production costs is too remote or too 
uncertain, be charged to profit and loss. 

Many important problems involving the 
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principles and procedures of cost account- 
ing have not been considered. The ter- 
mination of war contracts when the war 
ends will involve cost principles of inclu- 
sion and exclusion, determination of ap- 
plicable cost of uncompleted contracts on 
an inventory or on a total cost basis, loss 
allowance, consideration of cost of con- 
yersion from war to peace as a contract 
cost or a profit allocation to reserves, segre- 
gation of inventory costs, etc. Distinctions 
between costs for production and costs for 
cancellation have to be made. It is a gen- 
erally accepted principle that: Profits from 
volume and profits from managerial skill 
and inventive talent should be differenti- 
ated, but much remains to be done in the 
application of techniques. Inflation and 
deflation of inventories of materials, in- 
process, and completed goods are per- 
tinent considerations of the present and 
future. In the American Institute Bulletin 
No. 13, Accounting for Special Reserves 
Arising Out of the War, eleven purposes for 
which reserves may be provided are set 
forth. Each requires in principle careful 
differentiation between charges to prod- 
uct, to period, and to surplus. 

Allowable and unallowable costs should 
be further studied from the viewpoint of 
general principles and special contractual 
application. Such precedents as T.D. 5000, 
the “Green Book,” the manuals of pro- 
cedure of the Army, the Navy, and the 
Maritime Commission regarding purchas- 
ing, auditing, and settlement, the General 
Accounting Office interpretations, and war 
and postwar experience in general will 
leave their imprint on cost principles and 
procedure of the future. 

Many aspects of the problem of principle 
determination have been omitted from the 
discussion, including such as finished goods 
and in-process cost treatment; co-product, 
joint- product and by-product costs; cost- 
ing in nonmanufacturing concerns and 
distribution costs. 
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The problem of cost principles resolves 
itself into three parts: 


1. Agreement upon the more generally ac- 
cepted principles in various areas of cost 
analysis as supported by theory and prac- 
tice. 

2. A statement of those principles in terms 
acceptable to cost accountants, public prac- 
titioners, and teachers. 

3. A gradual expansion of the coverage of (1) 
and (2). 
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THE TEACHING OF COST ACCOUNTING 


Wyman P. FIsKE 


OST accounting has many of the 
i characteristics of a stepchild. In the 

family of accounting instruction, 
emphasis has been placed upon training for 
professional public practice and financial 
accounting. In spite of the vast increase in 
the importance of the controllership func- 
tion in industry, no correspondingly in- 
creased attention has been given to train- 
ing for industrial accounting. There are not 
a half-dozen carefully planned controller- 


ship programs in the country. Cost ac 
counting courses are included in practic: 
ally every accounting curriculum, but in 
too many cases they have not yet grown 
up to reflect the great developments of the 
art which accountants in industry have 
made during the last two decades. We in 
the academic field have followed rather 
than led. We have made far too few con- 
structive contributions in the area, either 
in principles and techniques or in training 
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candidates for the practice of industrial ac- 
counting. I firmly believe that there is a 
great new area of opportunity to be found 
jn training directly and primarily for in- 
dustrial practice, if we can only give the 
same thought and attention to the needs 
for successful industrial control as are be- 
ing given to the requirements for successful 
public practice. One of the first steps will 
be a re-examination of our courses in cost 
accounting, or—as I prefer to think of it— 
our courses in cost analysis. 


HISTORICAL BACKGROUND 


Cost accounting is still young as a 
branch of accounting. Common inclusion 
of cost accounting in the accounting cur- 
riculum is even more recent in origin. It is 
interesting to review briefly the develop- 
ment of cost accounting and cost account- 
ing courses as a background of the present 
status of each and as a basis for anticipat- 
ing the steps ahead. In this review can be 
found much of the explanation for the lag 
between the academic approach and actual 
industrial practice. 

Some sort of cost analysis, or at least 
cost guessing, has always been necessary as 
a basis for inventories that are included in 
manufacturers’ balance sheets. Inventory 
values have also been needed to determine 
profits on anything but the simplest cash 
basis, since that neglects both accruals and 
inventories. The early development of cost 
accounting is a record of attempts to deter- 
mine product costs for inventory values. 
The resulting figures found some use in 
price schedules, but the analysis was made 
by factory accountants primarily for in- 
ventory purposes. This fact is important to 
remember, for it is still reflected in almost 
all our cost treatises and texts. 

The really rapid development of cost 
analysis began with the requirements of 
accounting for cost-plus contracts in 
World War I. The first association of cost 
accountants was an association of men 
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concerned with cost-plus accounting. The 
National Association of Cost Accountants, 
now an association of well over 12,000 
members, dates from 1919 and included as 
its charter members men who had been 
active in cost-plus accounting. In the next 
decade there were many new developments 
and much extension of practices previously 
limited to a few leaders. These included the 
concept and use of standard costs and great 
strides in budgeting. Then came the thir- 
ties. The requirements of those terrible 
years stretched the imagination of indus- 
trial accountants and resulted in an even 
greater surge of new principles and prac- 
tices. The emphasis shifted from values to 
control of costs and operations. While the 
controllers’ attention was still directed to 
this problem, the passage of the Robinson- 
Patman Act brought analysis for sales 
pricing to a prominent place before the 
footlights. The total result was the 
emergence of an entirely new body of 
concepts and principles. Too often these 
were buried in a practitioner’s description 
of how he met a particular problem, but 
they were there to be recongized by those 
who wanted to see. It was truly a golden 
era in industrial accounting. 

Now World War II is having its effects. 
Many have concluded that cost accounting 
is losing its position with the shift from an 
interest in cost to a pressure for produc- 
tion. This is not a sound appraisal of the 
situation. Even though carefully planned 
systems have been scrapped in some in- 
stances, the fundamental problems still 
remain. There are still inventories to be 
valued and contracts to be costed. Esti- 
mates have had to be made as a basis for 
bidding on totally new products. Except 
for the possible case of some cost-plus con- 
tracts, control of costs within contract 
prices is just as necessary as ever. Solvency 
must be maintained. Budgeting of the old 
type may be out, but when volumes bal- 
loon, financial planning assumes very 


nt, Na 
Ctice in 
ig Com- 
, Section 
| 
blems of 
d Public 
Explana- 
sts under 
nd Hour 
Jage and 
ds Act of 


182 The Accounting Review 


great importance. Business is being done 
in more than one case with a working capi- 
tal equal to two weeks’ pay roll. Nor can we 
forget the reports for the Federal govern- 
ment. With decreased available man 
power, an increased demand for account- 
ing is straining the imagination and 
capacity of every good industrial account- 
ant. 

As is always the case with every new 
profession or art that is accepted into aca- 
demic circles, the earliest teachers were 
necessarily drawn from _ practitioners. 
These men had a background of business. 
They thought as businessmen rather than 
as teachers. While their analysis of specific 
situations was often of the highest order, 
their approach to the subject as a whole 
was descriptive rather than analytical. 
Many of the early texts were no more than 
descriptions of a particular installation the 
author had made. The material covered 
was usually limited to determination of 
factory costs. If an author had had experi- 
ence with accounting problems caused by 
World War I, he might include an addi- 
tional chapter or section on cost-plus con- 
tracts. 

These early teachers were followed by a 
first generation of academically trained 
men who had studied under the practi- 
tioners. Problems were developed and 
teaching methods were adapted to the new 
area. Their texts, however, tended to fol- 
low the pattern of the first attempts. Then 
began the flow of new developments— 
standard costs, budgets, sales costing, and 
all the rest. These demanded inclusion in 
the course and in a textbook which was 
really up-to-date. Too many of the new 
topics did not fit into an outline which 
covered determination of factory costs. 
Sections on “Special Problems” began 
to appear. These sections expanded with 
industrial practice and with the interests 
of the author until there appeared special 
sections on individual special problems. 


But there was never a really fundamentally 
new approach. Violent arguments over the 
practice of selling below cost (remember 
the NRA) showed a woeful lack of under- 
standing of what cost is. There was a nar- 
row adherence to the traditions of the past, 
in spite of the fact that those traditions 
were built up in analyzing a very particu- 
lar problem—inventory values. 

In recent years new material has begun 
to appear which reflects sounder analysis 
of actual practice. It is now possible to 
defend differential costs under some cir- 
cumstances and still retain one’s respecta- 
bility. Economically valid and thoughtful 
studies of the problems of sound price 
analyses have been published. Much of 
this material has appeared in the form of 
articles published as bulletins of the Na- 
tional Association of Cost Accountants, 
the publications of which are a mine of 
valuable information. Much appears in the 
more recent texts as isolated chapters. 
But it all needs to be coordinated and 
gathered together as a consistent whole. 

This, then, is where we are today. Our 
material reflects the uneven development 
of the subject matter. It places a vastly 
disproportional emphasis upon factory 
costs for inventory values and has resulted 
in a distortion of our understanding of the 
cost concept. However efficient our teach- 
ing methods may be, we are handicapping 
our students with a confused and uncoér- 
dinated approach to the subject. The best 
we can do is to give them a good founda- 
tion in cost bookkeeping and correct an- 
swers to series of problems. We are not 
equipping them to find with any assurance 
sound solutions to new problems. 


THE AREA TO BE COVERED 


The foregoing suggests that a brief re- 
examination of the area to be covered 
under cost accounting will be a profitable 
step in covering the topic. Accounting, as@ 
broad subject, is a tool or service function 
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concerned with the accumulation and 
analysis, for the managing executives and 
for the various equities involved, of all the 
fnancial and operating information neces- 
sary to sound operation of, and intelligent 
dealings with, a business or other enter- 
prise. Cost accounting (or cost analysis) 
may be broadly defined as the analytical 
study of costs, expenses, and income, and of 
factors affecting costs, expenses, and in- 
come. Since the controllership division 
includes all accounting activities in a 
particular enterprise, cost accounting is 
one division of controllership. 

Cost accounting is fundamentally an 
analytical approach to the development of 
useful and necessary specialized manage- 
ment information. Techniques are only 
chosen methods of analysis and reports are 
a device to report results. Whether or not 
formal accounting routines and records are 
used is a matter of convenience and inter- 
nal check. The reason I like the term cost 
analysis better than cost accounting is that 
the former carries a broader connotation 
and suggests the inclusion of studies and 
statistical analyses entirely outside the 
formal double-entry accounting records. 
Many of the recent developments in the 
field have been in the form of special stud- 
ies and reports rather than additions to the 
routine records. It is important that we get 
the right perspective in this matter. Cost 
bookkeeping is an important technique, 
but only one of many techniques. Some 
cost information will inevitably get into the 
formal records, for the end-product of one 
of its principal analyses (product costs) is 
an essential element in the preparation of 
financial statements. Moreover, much of 
its basic data will be obtained from the 
financial accounts. Nevertheless, it takes 
only a short incursion into the field to 
demonstrate that the double-entry records 
would either become unbelievably compli- 
cated or actually fail of their purpose if an 
attempt were made to include all desirable 


analyses within their compass. Further- 
more, cost accountants must turn increas- 
ingly to other sources for data essential to 
many of their most valuable analyses and 
reports. 

It is important also to remember that 
cost analysis has more than a single objec- 
tive. While the industrial cost analyst is 
always concerned with the accumulation 
and detailed analysis of factory, marketing 
and administrative costs and expenses to 
provide information needed by operating 
executives, the uses for the information 
vary so widely as to constitute differing 
objectives. As a consequence the account- 
ant may be called upon to study the same 
transactions from several different angles. 
He may arrive at conclusions which, if the 
differing objectives are not accepted, ap- 
pear to be quite inconsistent. In this con- 
nection, there is the obvious example of 
prorations of indirect overhead, which are 
essential in the determination of product 
inventory values but fatal to cost control. 

The uses for which cost information are 
needed may be roughly classified into four 
groups. This classification excludes the 
activities necessary to coédrdinate cost 
accounting with other controllership ac- 
tivities, such as the provision for adequate 
internal check. The first includes analyses 
and routines for the development of inven- 
tory values and the determination of profit 
or loss. This is the earliest objective of cost 
accounting. It will always be of first conse- 
quence and will continue to dominate the 
formal cost records and routines. The sec- 
ond group covers activities in the area of 
sales pricing and estimating. Recognition 
in recent years that sound inventory val- 
ues are not necessarily a proper basis for 
sales pricing has given this group a new 
importance which is almost certain to in- 
crease. The depression of the thirties 
caused an expansion of the third group— 
current control of costs, organization, and 
investment. Ever-narrowing margins and 
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the social interest in profits insure the con- 
tinued significance of this objective. The 
final group covers analyses to aid in op- 
erating and policy decisions. Solving these 
problems often involves making selections 
from alternatives in which many routine 
cost figures are valueless. An example is 
the choice between two new proposed 
processes for the manufacture of a chemi- 
cal product. 

One of the first difficulties met in teach- 
ing cost accounting is the fact that there 
is not even a single fundamental definition 
or idea of “cost” which will meet all re- 
quirements. “Cost” has many different 
meanings, with only an extremely indefi- 
nite unifying idea to justify the application 
of the same term in such widely varying 
senses. The economist has long recognized 
this fact and carefully differentiates the 
different meanings he attaches to the 
word. In their early gropings toward the 
development of a new art, cost account- 
ants tried to determine the one and only 
actual cost. So long as the objective was 
product costs for inventories, differences in 
definition were principally in details, al- 
though some pretty hot arguments were 
developed over such items as interest. 
When attention was turned to other prob- 
lems, new ideas were necessarily intro- 
duced and accepted. New concepts and 
principles were involved, although they 
were not always recognized as such. 

The basic business approach to cost was 
one of financial outlay. As developed by 
accountants, the businessman’s primary 
idea of cost has been one of a normal aver- 
age amount, determined as the sum of an 
accumulation of direct factory outlays and 
of a reasonable proration of indirect fac- 
tory outlays. By outlay he means actual 
use or consumption of goods or services for 
which he has paid or is obligated to pay 
cash. He excludes completely the use of 
“free” goods and services which involve 
neither current payment nor past invest- 


ment. His cost also ordinarily excludes any 
element to cover either direct or indirect 
sales and administrative outlays. Since he 
looks upon interest as a financial adminis. 
trative expense, there is no recognition 
even of interest paid on borrowed money, 

This concept of cost has three character- 
istics. It recognizes only actual outlays, 
but not all outlays. It is a historical figure. 
It is typical not only because of this, but 
also because it reflects, to an important ex- 
tent, long-term rather than short-term 
costs. Each of these three attributes pre- 
sents distinct advantages which have led 
to its recognition in the concept. At the 
same time each of them sharply limits the 
business usefulness of the total concept in 
many situations. Current replacement val- 
ues are in many cases a better basis for 
price-setting than outlay cost of inventory 
items. Sunk costs, which represent an ac- 
tual outlay, can be neglected in a short- 
term decision as to whether one should 
make or buy. In some circumstances it is 
certainly good business to make sales on 
something nearer to a differential cost than 
to a prorated cost. Normal and standard 
costs are a departure from a concept of 
actual outlay. 

These are but a few of the cases in which 
businessmen and accountants have thrown 
overboard the old idea of cost and have 
adopted new ones far better adapted to the 
situations faced. The new concepts show 
an increased recognition of the applied 
economic problems which make business 
what it is. In the ’thirties budgetary devel- 
opments, particularly in the case of varia- 
ble budgets, produced an improved under- 
standing of the cost characteristics of 
particular industries and of the reactions 
of cost to conditions of varying volume. 
Publications prepared by practicing in- 
dustrial accountants are full of descriptions 
of new analytical methods and new pro 
cedures which reflect the new cost con- 
cepts. Recent texts and treatises also it- 
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dude such descriptions, but generally fall 
short of analyzing the practices to develop 
a consistent, codrdinated body of princi- 

. To read the texts one would still too 
often get the impression that there is only 
one cost: that determined by adding to 
direct material and labor a proper propor- 
tion of prorated overhead. This is in spite 
of the fact that if any one thing has be- 
come clear in this field, it is that there is no 
single cost concept or analytical approach 
which can possibly satisfy all the needs of 
management for accounting and operating 
information. 


AN APPROACH TO THE TEACHING OF 
COST ACCOUNTING 


How, then, should we approach the 
teaching of cost accounting? Certainly, 
unless we plan to train only cost clerks and 
cost bookkeepers, we should lay out a 
course which is more than a course in pro- 
cedures and bookkeeping records. To be 
sure, these form a necessary part of the 
training, for they are the technique with 
which industrial cost accountants work. 
But they are only techniques. The greatest 
emphasis must be upon a consistent, co- 
ordinated set of concepts, principles, and 
analytical approaches. The techniques 
must take the same place in cost courses 
that bookkeeping does in financial ac- 
counting courses. Once this is done we can 
really approach the problem of teaching 
cost accounting. 

It must be pointed out that a major part 
of the training for cost accounting must be 
given outside the cost accounting courses. 
Cost accounting is a service tool. It pro- 
vides operating and policy information to 
production, sales, and administrative ex- 
ecutives. The quality of its service depends 
upon the understanding by cost account- 
ants of the problems and needs of the 
operating departments. Many controllers 
feel that for training as cost accountants 
they would prefer men drawn from produc- 


tion activities to “book-trained” cost ac- 
countants. The reason is that most so- 
called ‘“‘book-trained” cost men have 
neither a background of education in pro- 
duction, sales, and administrative prob- 
lems, nor any shop experience. If we expect 
our graduates to progress as rapidly as 
possible, we must require or recommend 
courses in production and in business prob- 
lems as well as courses in accounting. It 
pays to remember that it is far easier for 
industry to give men training in the tech- 
niques of cost accounting than to make up 
for any deficiency in general background 
or in cost principles. 

The earlier review of the development 
and field of cost accounting clearly points 
a question at the content of our cost 
courses. The basis must be a sound ground- 
ing in the economics of costs and in cost 
concepts. Such an organized treatment of 
these two topics will be an innovation 
in most cost courses, but it is a necessary 
innovation. Time for it will have to be 
taken from that devoted to descriptions of 
procedures or to bookkeeping techniques. 
The result, however, is certain to be a 
strengthening of the course. 

After a firm foundation of theory there 
can be introduced first a study of the ap- 
plication of the cost concepts to the vari- 
ous objectives which cost accounting at- 
tempts to meet. In this way a sound 
analytical approach can be developed and 
the student can be taught how to approach 
new problems. Unless the analysis is cor- 
rect, the routines decided upon are bound 
to be deficient in results or even to fail 
utterly. What kinds of costs and what type 
of analyses, for example, will be most use- 
ful in helping the sales department set 
sound prices? Thought and study as to the 
various alternatives available must pre- 
cede any actual analyses and reports de- 
signed to meet this problem. We should 
teach the student to think for himself, 
rather than merely give him what we con- 
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sider at the moment to be the best prac- 
tice. 

The next topics, which may possibly be 
developed concurrently with the preceding 
(they must be kept distinct, however) are 
cost records and cost procedures. At this 
point the relation of cost accounting to 
financial accounting and to audit protec- 
tion can best be developed. In this way a 
proper choice between incorporation into 
the double-entry system of accounts, a tie- 
in with the financial records, and totally 
independent studies can be intelligently 
made. The procedures developed can also 
provide for an adequate internal check. 
The student will need an understanding of 
all the technical tools available, but he 
must also learn that tools can be no sub- 
stitute for intelligence and imagination. 

Problems of sound reporting are in- 
cluded in most courses, and properly so. 
There is an area here, too, which needs 
further development, not only in our teach- 
ing but also in practice. That is the use and 
follow-up of cost reports. At this point cost 
accountants come into close and intimate 
contact with operating executives. Their 
total success will depend in large part upon 
success here. Our graduates will need any 
help we can give them. 

For methods we have available all the 
familiar teaching devices. We can use lec- 
tures, problems, cases, assigned reading, 
field trips, and the laboratory. Each is use- 
ful and can have a place in an efficient 
educational program. Laboratory prob- 
lems are particularly helpful in teaching 
techniques. Field trips can be used to 
teach routines and show actual working 
conditions. Cases can be used, along with 
other devices, to develop the analytical 
abilities of maturer students. To some ex- 
tent the choice is as personal to the in- 
structor as all good teaching ultimately is. 
To some extent it will depend on the ma- 
turity and experience of the students. 
Teaching method is a pedagogical prob- 


lem. It is important, but less important to 
the development of better cost accounting 
instruction than is a re-examination of, and 
improvement in, course content and lay- 
out. 

The future of industrial cost analysis is 
bright, for it is a vitally essential business 
service. It has shown and can be expected 
to continue to show a rapid development in 
the quality of its service to industry. There 
is a need for better-trained juniors to enter 
cost accounting as a career. That is our 
opportunity as teachers. But to succeed we 
must carefully restudy the problem and 
redesign our courses, not only to include 
latest practice, but more importantly to 
include a sound basis of consistent, coér- 
dinated cost concepts and analytical prin- 
ciples. New and better teaching material 
will be required. We can contribute much 
not only in this direction, but also in the 
analysis of practices to uncover the under- 
lying principles. It is a big job that needs 
to be done; but I am sure we shall meet the 
challenge. 


Possible Outline for Cost Course 
(Minimum time requirement—one year) 


I. The field of cost accounting 
II. General concepts 
A. The meaning of cost—an over-all approach 
B. Different cost concepts 
1. Prorated financial outlay 
2. Non-outlay cost 
3. Differential cost 
4. Joint cost 
5. Normal cost 
C. Cost characteristics of industry—an economic 
app 
III. Principles of cost analysis 
A. Inventory values and profit 
1. Cost plans 
2. Direct costs 
3. Manufacturing expense 
. Control of expenses 
. Control of investments 
. Costs for sales pricing and estimating 
. Operating and policy problems—selection from 
among alternatives ; 
. Codrdination with other controllership activi- 
ties—internal check 
IV. Cost bookkeeping 
A. Factory ledger control and tie-in of cost records 
B. Manufacturing accounts 
C. Accumulation and analysis in the records 
D. Standard costs and variances 
E. Mechanical aids 
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Cost routines 
A. Inventory records 
B. Payroll records 
C. Overhead records 
D. Sales records 


E. Internal audit procedures 
F. Budget procedures 
G. Cost reports and their follow-up 
H. Plant records and accounting 
VI. Costs and the governmental control of business 


AN APPROACH TO FINANCIAL 
STATEMENT ANALYSIS 


Rosert G. ALLYN 


HEN confronted with the prospect 

of analyzing a financial state- 

ment, whether it be a profit and 
loss statement or a balance sheet, the ac- 
counting student is usually perplexed as to 
where and how to begin. With these ques- 
tions in mind, the writer would like to sug- 
gest a plan of attack which has been tried 
out for several years in courses in Credit 
Management and Mathematics of Ac- 
counting. 

At the outset, it will be helpful to the 
student if he is oriented with the proper 
viewpoint and attitude of mind toward the 
problems involved in statement analysis. 
What persons are interested in financial 
statement analysis? Of what value is such 
information? To choose only a few perti- 
nent examples, the following are repre- 
sentative of those who use the financial 
statement as a necessary tool in the con- 
duct of their daily commercial activities. 

The public accountant and the company 
auditor, for instance, and possibly the 
firm’s bookkeeper, have a twofold task at 
the end of the fiscal period: that of prepar- 
ing financial statements and that of ana- 
lyzing them by means of ratios and per- 
centages.' These results, arranged in 
proper form, are then submitted to the 


1 Cf. Guthmann, Harry G., Chapter I, “The Place of 
Financial Statements in Modern Business,” The Analy- 
sts of Financial Statements (New York: Prentice-Hall, 
Inc., 1935); also Clark, Norman, “Teaching Analysis of 
Financial Statements,” The Balance Sheet, Vol. XXII, 
No. 8 (April, 1941), 


executive, who upon comparison with fig- 
ures for former periods calculates trends of 
income, cost, tendencies toward overex- 
pansion, overtrading, and many other 
problems of business management. Then 
too, if the statements submitted are those 
of a corporate form of business enterprise 
with stocks or bonds to market, the Securi- 
ties and Exchange Commission, as well as 
local and national stock exchanges, re- 
quires certified financial statements. In 
that connection searching questions are 
asked with reference to the figures sub- 
mitted. 

Likewise, if an employer is negotiating 
for a loan from his bank for working capi- 
tal or expansion purposes, the banker re- 
quires that he fill out a form in which he 
lays bare the financial structure of his 
business. On the basis of this application, 
in addition to certain character require- 
ments, the loan is granted or refused. Vir- 
tually all commercial loans made to busi- 
ness firms today are made on the basis of 
financial statement analysis and personal 
interviews. 

Lastly, and ever increasing in impor- 
tance, is the use of the financial statement 
by credit grantors, particularly in the fields 
of merchandising, wholesaling, and manu- 
facturing. Gradually such institutions as 
the National Association of Credit Men 
and Dun and Bradstreet have broken 
down the reluctance of business houses to 
disclose their financial condition in order 
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to secure account credit. The passage of 
uniform false-statements laws, further- 
more, has made the financial statement a 
more reliable source of credit information; 
it is now possible for credit men to analyze 
financial statements without fear of being 
deceived.? 

Reviewing briefly, it should be noted 
that each of the above analysts has a dif- 
ferent point of view toward the figures be- 
fore him. The investor wants to know how 
much the firm’s earnings are, whether they 
are stable, and whether his investment will 
pay him a satisfactory income. The banker 
must be certain that the loan of his de- 
positors’ money will be safe and promptly 
repaid upon maturity. The credit man 
wants to be certain that the amount of 
credit granted will be remitted at the ex- 
piration of the terms of sale. 

To achieve these ends, each of the above- 
named persons will focus his attention 
upon a different aspect of the financial 
statement. Inasmuch as the balance sheet 
is the more commonly referred to and usu- 
ally the more accessible, it will be used to 
illustrate the method of approach to finan- 
cial statement analysis as outlined below. 
In order to shorten the illustration and 
make the remarks less general, the illus- 
tration will be narrowed down to that of 
credit analysis. Other interested parties, it 
is hoped, may find in the following sug- 
gestions a general pattern to aid them in 
the solution of their problems of financial 
statement analysis. 

To begin, the credit grantor analyzes the 
figures submitted to him for credit exten- 
sion primarily to learn something of the 
debt-paying power of his firm’s prospective 
customers. He is concerned less, if at all, 
with fixed asset valuation and the possibili- 


? For an interesting and enlightening analysis of an- 
other problem of financial statement reliability, namely, 
completeness and adherence to standards of form, 
nomenclature, etc., cf. Foulke, Roy A., The Balance 
Sheet of the Future (New York: Dun and Bradstreet, 
Inc., 1941). 


ties of a cash settlement through insol- 
vency proceedings. Consequently, his scru- 
tiny is centered upon that portion of the 
balance sheet which will reveal to him the 
working capital condition of his prospec- 
tive customers. Mentally, he draws a line 
separating the current assets and liabilities 
from the fixed assets, liabilities, and capital 
accounts.? He does this because he knows 
that the payment of his firm’s purchase in- 
voices is dependent mainly upon the 
liquidity of his customers’ working capital, 
rather than upon the accessibility of their 
fixed capital. Experience and statistics 
have shown him that insolvency and bank- 
ruptcy proceedings rarely yield more than 
ten per cent of the creditor’s claims.‘ In 
other words, the credit grantor invariably 
expects payment from the normal circula- 
tion of his customers’ current assets. If a 
firm is to avoid the jeopardizing of its own 
credit standing by not paying its bills on 
time, the debt-paying power of its present 
and prospective customers must be care- 
fully watched. More than once, an over- 
optimistic sales policy culminating in un- 
collectible accounts receivable has placed 
an otherwise financially sound concern in 
an insolvent condition. 

The credit grantor hopes that when he 
has concluded his analysis, he will be able 
to answer two questions: Shall he grant 
credit? How much credit can he safely 
grant? It is with these two questions in 
mind that the following method of ap- 
proach is suggested: 

After he has segregated the current por- 
tion of the balance sheet from the fixed, it 
is advisable that the credit investigator 
evaluate roughly the prospective custom- 


* The expression “working capital” as used here 
means the net current assets. An explanation of working 
capital and its sources is to be found in Bonneville, J. H. 
and Dewey, L. E., Organising and Financing Business 
oe ed.; New York: Prentice-Hall, Inc., 1938), Ch. 


« Beckman, T. N., Credits and Collections in Theory 
and Practice (4th ed.; New York: McGraw-Hill Book 
Company, Inc., 1939), pp. 552-553. 


as 2a 


te 

Pp 
CI 

ti 

lis 

it 

Cl 

t] 

a 

le 
0 

: 
r 

Cc 

t 

§ 

( 

i 


An Approach to Financial Statement Analysis 189 


er’s itemized current assets and liabilities 
to determine their worth. Since “window 
dressing’ the balance sheet is still common 
practice among unethical businessmen, the 
credit man should attempt to look behind 
the titles and amounts of the accounts 
listed to determine whether some of the 
items are intangible, deferred, doubtful, 
worthless, or out of proportion. A local 
credit man associated with a nationally 
known manufacturer of paints once told 
the writer that he looks suspiciously upon 
a large item of cash. A disproportionately 
large amount of cash indicates, in his 
opinion, either ultra-conservatism or liqui- 
dation of assets. Many credit men com- 
monly and arbitrarily scale down the 
receivables and inventories by fixed per- 
centages to allow for bad debts and stale 
merchandise. They often vary their per- 
centages of discount with the season of the 
year, market conditions, and the type of 
business. 

After making an approximation of the 
value of the current assets and the current 
liabilities, the credit analyst next applies 
the test of ratios as found in the relation- 
ships existing among the various items of 
the balance sheet. As the liquidity of the 
working capital is of paramount impor- 
tance in the mind of the analyst, he should 
compare that figure with the inventory. 
The use of this ratio has tended to dis- 
courage the popular use of the “current 
ratio,” i.e., the ratio between current assets 
and current liabilities; although a firm has 
two dollars of current assets for every dol- 
lar of current liabilities, the margin of one 
hundred per cent over the debts owed loses 
its importance when it is discovered, for 
example, that fifty per cent or more of the 
net current assets is tied up in inventory. 
This condition is especially a cause for ap- 
prehension if the balance sheet is dated 
at the end of the subject firm’s fiscal year, 
a time when inventories are usually low. 

A further test of the liquidity of the 


working capital is found in the merchan- 
dise turnover, i.e., the cost of goods sold 
divided by the average inventory. If this 
figure is low in comparison with average 
figures,® then a definite condition of over- 
trading is indicated. This is a condition of 
overbuying engendered by optimism that 
is caused in turn, perhaps, by rising price 
levels or failure to diagnose correctly the 
market demand.* Contributory causes may 
be unwise purchases, inability to meet 
competition, lagging sales policies, or 
cyclical changes. Comparison of the 
merchandise turnover with the ratio of 
working capital to inventory provides the 
analyst with a fairly clear picture of the 
subject firm’s debt-paying capacity. 

These two ratios, however, reveal only 
the ultimate possibility of income through 
future sales. The analyst, on the other 
hand, wants further assurance of the pres- 
ence of current income and its availability 
as a fund to reduce current indebtedness, 
particularly to the analyst’s own company. 
A partial insight into these questions is 
brought out by a comparison of the re- 
ceivables with the sales, the current debt 
with the sales, and the dollar assets with 
the current debt. 

The third ratio, that of receivables to 
sales,’ is found by dividing the receivables 
by the daily sales. The result is the average 
collection period of the outstanding re- 
ceivables. If this figure, expressed in days, 
is compared with the terms of sale cus- 
tomarily extended among the trade in the 
particular line of business, the analyst is 
able to estimate roughly how long he will 
have to wait for the final phase of the cycle 
of income to be completed. 

5 “ ” 

Hansen, Alvin, Part IV, “The Economic Out- 


Full Recovery or Stag mation? (New York: W. W. 
and Company, Inc., 1938). 


well described in Finney, H. A., Principles of Acccunt- 
ing, Intermediate (Rev. ed.; New York: Prentice-Hall, 
Inc., 1934), Ch. 25-28. 
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The fourth ratio, that of the current 
debt divided by the monthly sales minus 
the average monthly expenses,*® indicates 
approximately how long a business would 
require to retire its present current debt, 
assuming that sales will continue to be 
made at the same volume. By comparing 
this ratio with the ratio of receivables to 
sales and with that of dollar assets (cash 
and receivables) to current debt, the ana- 
lyst is in a position to gauge the future 
prospects of the subject firm’s creditors, 
both present and future. 

Finally, some credit men suggest a com- 
parison of net worth with total debt in or- 
der to detect the possibility of impending 
creditor control. In the majority of mer- 
chandising and personal service firms, 
other than utilities and transportation 
companies, a one-to-one ratio of debt to 
worth is cause for alarm, indicating that 
the creditors have an equity in the firm 
equal to that of the management.’ 

In conclusion, the writer would like to 
remind students of financial statement 
analysis that the above ratios, briefly out- 
lined, are only a few of the many ratios 
used by credit men and business men, in 
general. One authority, has outlined four- 
teen ratios which he considers significant 
in the analysis of profit and loss statements 
and balance sheets.’ Moreover, the field of 
financial statement analysis has been 
widened by recent studies in the weighting 
of ratios." Obviously, some ratios are more 
important than others. Any research, 
therefore, which can add anything to the 
fascinating and analytical subject of finan- 
cial statement analysis is much to be de- 
sired. 

To illustrate the procedure described 
above, the following example is offered. The 
comparative statements quoted below 

® Guthman, op. cit., p. 117. 

® Foulke, Roy A., Behind the Scenes of Business 
(New York: Dun and Bradstreet, Inc., 1935), p. 43. 


0 Tbid., Appendix, pp. 144-153. 
1 Beckman, op. cit., p. 311. 


were actually presented for credit pur- 
poses by a manufacturer of an article of 
men’s clothing. The firm name and the 
years are fictitious. 


THE XYZ COMPANY 
COMPARATIVE BALANCE SHEETS FOR YEARS 
Enpinec Dec. 31, 1940-1941 


Dec. 31, Dee. 31, 
1940 1941 

Accounts Receivable.... 274,322.30 241,912.20 
Merchandise........... 84,613.29 49,163.53 
Total Current Assets.... $362,632.95 $301,350.27 
Fixed Assets........... 12,442.46 11, 164.35 
Misc. Receivables. ..... 840.00 721.67 
Prepaid or Deferred 

Total Assets........... $376,516.60 $313,778.91 


Bills Payable (Bank).... 
Bills Payable (Other). . . 


$ 49,607.86 $ 25,000.00 
8,278.51 


Accounts Payable...... 58,080.54 34,577.65 
Loans Payable......... 30,000.00 


Total Current Liabilities $135,218.95 $108,944.20 
35,000 


Loans—Not Current.... ,000. 35,000.00 
Total Liabilities and Net 

$376,516.60 $313,778.91 
ae (a) 2,283.77 (a) 2,407.62 
Withdrawals........... None 34,055.32 

(a) Net Loss. 


RATIO ANALYSIS 


A. Preliminary Analysis: In studying 
the items listed in the balance sheets, one 
is impressed with the relatively large size 
of the accounts receivable. However, since 
the statements were submitted as of De- 
cember 31, the end of the holiday season, 
a possible explanation is found for the dis- 
proportionate size of this item as com- 
pared with the other balance-sheet figures. 
As the firm is a manufacturer of men’s 
wearing apparel, an unusually large vol- 
ume of business could be expected during 
the month of December, resulting in small 
inventories and large accounts receivable 
at the end of the firm’s fiscal year. Since 
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B. Ratio of Working Capital to Inventory: 


Ratio (a)+(b)........ 


D. Ratio of Accounts Receivable to Sales: 


Recounts (estimated 


Daily Sales: 


E. Ratio of Current Liabilities to Monthly Sales: 


Monthly Sales: 


F. Ratio of Net Worth to Total Liabilities: 


sales terms range from 30 to 60 days, the 
accounts receivable would not show a sub- 
stantial decrease until January and Febru- 
ary. 

It is observed that no apparent provi- 
sion has been made for Reserves for Bad 
Debts or Depreciation. The credit grantor 
should therefore discount the receivables 
by approximately 10 per cent to allow for 
possible shrinkage. The decrease in the 
fixed assets, on the other hand, between 
the years 1940 and 1941 could be inter- 
preted to mean that the fixed assets are 
given as a net figure, minus depreciation. 


* Computations are based upon dollar values, cents 
g omitted. 
* Sales figures are used instead of cost of sales, data 
for the latter not being available. 
“ An arbitrary discount of 10 per cent has been used. 


1940 1941 
$362 , 632 $301 , 350 
(a) $227,414 $192 ,406 
(b) 84,613 49,163 
(a) $995,267 $962,514 
(b) 84,613 49,163 
11 times 19 times 
27 ,432 24,191 
(b) $ 2,726 
(b) $ 2,637 
90 days 82 days 
(b) $ 82,938 

1.21 1.18 


Supplemental data given disclose that 
this firm is a limited partnership. 

G. Conclusions: Although the working 
capital decreased between 1940 and 1941, 
the working capital condition improved. 
In keeping with the decline in sales of ap- 
proximately 3 per cent, inventories also 
decreased. At the end of 1941, only 25 per 
cent of the working capital was tied up in 
inventories compared with 37 per cent in 
1940. 

The improvement in working capital is 
also reflected in an increase in the number 
of turnovers of merchandise from an aver- 
age of 11 times a year to 19 times. Turn- 
over figures compare favorably with those 
published for similar lines of business. 

Accounts receivable also declined along 


= 
1 C. Merchandise Turnover: 
4.54 
53.53 
0.27 
4.35 
1.67 
12.62 
8.91 
0.00 
7.65 
56.55 
0.00 | 
.20 
0.00 
34.71 
Ratio (a) +(b). . 
4,90 
7.62 
55.32 
ying 
one 
size 
ince 
De- 
son, 
dis- 
om- 
1res. 
en’s 
vol- 
ring 
mall 
able 
ince 


192 


with the volume of business. Relative ages 
of receivables showed an improvement 
from 90 days sales outstanding to 82 days. 
In addition to the improvement in the 
current assets, current liabilities showed 
proportionate decreases. If the sales vol- 
ume should continue at the same level, the 
liquidation of obligations should be -ex- 
pected in a much shorter period of time. 
Finally, in comparing net worth with 
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total liabilities, it is observed that the rela- 
tive equities of management and creditors 
have remained almost the same. The 
slightly unfavorable showing was due, ac- 
cording to supplemental data given by the 
firm, to the withdrawal of one of the part- 
ners. If there had been no change in per- 
sonnel, the net worth position would have 
shown an improvement over the calcu- 
lated figure of 1.18. 
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THE ACCOUNTING EXCHANGE 


A. C. LitTLETON 


ActioLo. In scholarly work with 
Precio materials small details of 

spelling may later prove to be impor- 
tant to someone. Hence the ACCOUNTING 
REVIEW reports two typographical errors 
in the January, 1944, issue. On page 68, 
footnote 2, geometiia should be geometria; 
on page 74, third line, column 2, invariata 
should be invariate. 

Selection of Personnel. Committees of 
the American Institute of Accountants 
that have been studying the problems of 
selecting professional personnel have rec- 
ommended, and the Executive Committee 
has adopted, a plan for engaging in an ex- 
tended research project in this connection. 
The following extracts from a circular let- 
ter to members of the Institute give a com- 
pact view of the proposal. 


“The purpose is to find answers to the follow- 
ing questions: 

“1. What if anything can be done to encourage 
young men with the proper intellectual and per- 
sonal qualifications to study accounting, with a 
view to entering the profession? 

“2. What if anything can be done to discour- 
age young men who lack the proper intellectual 
and personal qualifications from attempting to 
qualify themselves for the profession? 

“3. What if anything can be done to assist 
professional certified public accountants in c’ vos- 
ing applicants for staff positions who are well 
qualified for public accounting work? 

“4, What if anything can be done to encourage 
colleges and universities to train men specifically 
for public accounting as contrasted with other 
types of accounting work? 

_“The Institute committees have been con- 
vinced that the first step in answering these ques- 
tions must be to develop measures and procedures 
which may show within reasonable limits of ac- 
curacy the extent to which an individual possesses 
the personal qualities, as well as the technical 
ability, which make for success in accountancy. 

_ “The project as planned includes the construc- 
tion of experimental tests, or the adaptation of 
existing tests, based on a study of apparent pro- 


fessional requirements. These tests will be vali- 
dated by application to a substantial number of 
successful practitioners of accounting. The re- 
vised tests will later be applied to a larger number 
of students of accounting, and case histories of 
those students will be maintained for a period to 
indicate the validity of the earlier predictions. 

“The Executive Committee freely recognizes 
that the work may be inconclusive, but it believes 
that the possibility of extremely valuable results, 
leading to improvement of the personnel of the 
accounting profession, is sufficient to justify the 
effort. If the present experiment is successful it 
will be worth many times its cost. If not, it may 
indicate further steps which may be taken toward 
the objective.” 


The usefulness to teachers of the results 
of aptitude tests given to their students 
may easily prove greater thaa might at 
first be expected. If a school must limit its 
enrollment, objective measurements of 
learning capacity would be a helpful addi- 
tion to the evidence afforded by previous 
classroom grades. If students are found in- 
tent upon entering a program of study for 
which they clearly are unsuited, they 
would undoubtedly appreciate learning 
that fact even though it might not deter 
them. If after the war the practice should 
be extended of admitting to college numer- 
ous students who had not completed the 
usual entrance requirements, the useful- 
ness of such testing procedures is obvious. 

There are several reasons for thinking 
that teachers of accounting and the colleges 
of commerce generally should be glad to 
coéperate in this experiment wherever it is 
feasible to do so. Intelligence tests have 
been in use for some time in connection 
with college entrance examinations; and 
their extensive use in Army personnel work 
is well known. But they have not yet had 
an extended application to the professions, 
where they may ultimately prove to be 
equally valuable. However, there are 
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enough favorable opinions growing out of 
experience with these testing procedures 
in the fields of medicine and law to justify 
experimenting in the profession of public 
accounting also. It would be an advantage 
to teachers, as well as to practitioners, to 
recognize and measure if possible the qual- 
ities most desired of the accounting novice. 

But there are difficulties, objections, and 
limitations, as well as promise, in the plan. 
Results may be a long time on the way. 
When they are available, they cannot 
reasonably be expected to show a figure or 
state a word which will admit a student to 
college or enter a graduate into the staff 
of a public accounting firm. Other data— 
scholastic record, college activities, busi- 
ness experience, interview impressions, 
opinions of friends—will be as important 
as ever. Furthermore, a man of great 
promise may prove upon trial utterly ir- 
responsible; a man of only fair promise 
may, if given a chance, make good from 
sheer hard work. A real liking for a subject 
of study or for a line of work after a trial 
may yet turn out to be the most significant 
clue of all. 

Yet difficulties and limitations need not 
be deterrents; they may be merely pointing 
to advisable detours. There is reason for 
hope even in the face of objections. Even 
though the tests cannot measure a deter- 
mination to succeed or uncover a streak 
of laziness, a knowledge of the facts about 
one’s talents could still be a useful guide 
to the exercise of will power in the one 
case, and might in the other be the very 
thing needed to awaken a sense of self- 
responsibility. It may be argued that 
knowledge of his aptitudes would tend to 
point the student toward an unwise degree 
of specialization and away from needed 
cultural and disciplinary studies. But it is 
doubtful that this result would follow the 
testing unless the belief was already held 
that high specialization was advantageous. 
In spite of these and other possible ob- 


jections, agreement will undoubtedly be 
general that the project is worth following 
to a conclusion, whatever that may be. 
The Journal of Accountancy points out 
editorially that many practitioners and 
teachers are enthusiastic; that some of 
both groups are skeptical; and that the not 
inconsiderable financial support given by 
the Institute Foundation is evidence that 
the profession is interested in improving 
its future personnel. 

The schools, too, are _ interested. 
Teachers will feel that they want to havea 
part in every effort to reduce staff turn- 
over and instability of employment, since 
these conditions are matters of concern to 
every accounting major in school. 

The Junior Assistant. To the accounting 
teacher, “junior assistant”’ means the next 
port of call for many of his students who 
have for a time been in the state called 
“accounting majors.” To the man himself 
the phrase means a port of embarkation— 
the beginning of a long voyage, long an- 
ticipated. To the employing public ac- 
countant, the man is an “assistant,” useful 
in performing many necessary details, and 
a “junior” from the fact that he is under 
training and observation. 

Qualifications for a career in public ac- 
counting have often been discussed in the 
periodical literature. But seldom has con- 
sideration been specifically given to quali- 
fications related to a given rank, such as 
that of junior assistant, for example. An 
exception must now be noted, for the com- 
mittee on accountancy education of the 
Connecticut Society of Certified Public 
Accountants (The Connecticut CPA, Janu- 
ary, 1944) has outlined the qualifications 
that a junior accountant should have in 
beginning his work for a professional firm. 

“Soundness of mathematical thought in analy- 

sis and solution of problems 
Accuracy in performing mathematical proc 
esses 


Form and arrangement of mathematical solu- 
tions 
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Ability to perform ordinary mathematical 
processes without mechanical aids 

The grammatical correct use of English 

The ability, clearly, correctly and concisely, 
to express thoughts in writing and orally 

The ability to read books and documents, 
with care and discrimination, to get the 
ideas contained therein 

Good penmanship” 


It is hoped that other society commit- 
tees will formulate their bills of particu- 
lars also. They might with benefit set their 
hand as well to stating the general quali- 
fications for advancement to the rank of 
semi-senior, and those for senior account- 
ant. 

Mathematics. The adjective “mathe- 
matical” has an important place in the 
qualifications listed by the Connecticut 
committee. A somewhat similar emphasis 
ismade in an article elsewhere in this issue 
by Ben Bloom, entitled ‘Aptitude Tests 
for Accounting Students,” in which the 
author speaks of understanding and ma- 
nipulating numerical relationships, of prior 
performance in mathematics courses, and 
of testing for mathematical skills. 

Other writers in the past have frequently 
mentioned ‘‘mathematical ability” as 
highly desirable in a public accountant. 
And the question immediately comes to 
mind: Does this mean “inherent ability for 
mathematical work” or “education” in 
that subject? Does it mean knowledge of 
the language and methods of higher math- 
ematics (college algebra, analytical geome- 
try, calculus, actuarial computations) or 
proficiency and skill in the usual processes 
of ordinary arithmetic? 

Arithmetic might well be called a tech- 
nique that is basic in accountancy, but 
skill therein does not necessarily mark a 
man as being promising staff material. 
Higher mathematics as such is seldom ac- 
tually employed in day-to-day accounting 
work as it is in a great deal of engineering. 
It seems then that some skill in arithmetic 
Would be more useful to an accountant 


than knowledge of higher mathematics. 

What many writers no doubt have in 
mind is not knowledge or skill, but rather 
some ability or talent or aptitude which 
they describe as “mathematical.” The 
main usefulness of the study of higher 
mathematics for prospective accountants 
therefore would be in the development this 
might give to certain desired mental qual- 
ities. We shall put aside the possible col- 
lateral question of whether the study of 
mathematics can create desired mental 
ability, or merely develop the abilities 
that are present, if any. The main question 
is whether higher mathematics is a neces- 
sary part of the education of an account- 
ant. If that kind of knowledge is necessary 
in his work, it should be in the education 
of the accountant as it is in that of the 
engineer and the scientist. 

If the accountant needs a certain type 
of ability, but little or no mathematical 
knowledge, it is an open question whether 
the study of mathematics is the best way 
to attain that ability. If some other ap- 
proach will develop the desired ability and 
at the same time give the student certain 
knowledge that will also be directly useful 
in his future work, it is clearly an advan- 
tage to follow this course, even if to do so 
means foregoing the discipline which is 
part of the study of mathematics. 

It may well be that the idea which ac- 
countants and teachers really have in 
mind when they refer to ‘mathematical 
ability” is better described as analytical 
ability. In some fields, such as engineering 
and physics, analytical ability—since there 
it must deal extensively with observations, 
refined measurements, and predictions— 
must. embrace the techniques of higher 
mathematics; in these fields, mathematics 
becomes in part the language in which 
thought is clothed. Analytical ability is 
very necessary in accountancy also. But 
it does not follow that it must rest on the 
same techniques as the sciences. It is 
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doubtful for example whether we could 
maintain that the language for expressing 
accounting thought is mathematical in the 
sense that the statement is true of the 
sciences. 

If the qualities desired in an accountant 
were reduced to the bare minimum for pro- 
fessional survival, they probably would be: 
technical knowledge and analytical ability. 
And if the needed analytical ability can be 
developed at the same time that progress is 
being made in acquiring the necessary 
technical knowledge, the economy of the 
combination will be plainly evident. 

This thought should not need much 
elaboration, since it is a matter of common 
knowledge that many public accountants 
of unquestioned analytical ability did not 
train on higher mathematics. It probably 
is significant also that statistics of student 
failures in accountancy often show close 
similarities to those of failures in college 
mathematics courses. Most teachers can 
recall several experiences tending to show 
that few students in engineering who were 
unsuccessful because of mathematics suc- 
ceed in accountancy after changing col- 
leges. 

Probably very few teachers of mathe- 
matics would subscribe to the theory that 
prior training in accountancy would tend 
to make better mathematics students. 
Why should accounting teachers subscribe 
to the reverse? The fact is that the same 
quality of mind is indicated for both fields 
rather than that one is a feeder to the 
other. If the faculty for analysis, whatever 
that may consist of, is deficient, the person 
may reasonably be expected to experience 
difficulty in any field of study and activity 
in which that quality is important. 

Analytical Ability. Adequate technical 
knowledge of accountancy must of course 
be suitably supplemented by a semitechni- 
cal knowledge of business law, corporation 
finance, and certain aspects of economics. 
In each of these subjects there are problem 
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areas of practice, where interest is centered 
upon customary methods and typical sity. 
ations, and there are problem areas of 
theory, where the pros and cons of alterna. 
tives are debated. 

But technical knowledge alone affords 
poor equipment for rendering professional 
service; among other needed factors is 
technical ability—something above and 
beyond knowledge as such. In accounting 
this may properly be called “analytical 
ability.” There are other factors which can 
contribute measurably to professional suc- 
cess; but it is not too much to say that 
these, unaided by a faculty for analysis, 
would not prove very adequate. 

If analytical ability is of high impor- 
tance to a public accountant, some ex- 
planation of the meaning of the phrase is 
in order. These notes are a hazard in that 
direction; they are also an open invitation 
to others to discuss the same topic. 

Analytical ability is a complex concept 
which cannot be clearly described in a 
definition. A better approach is to examine 
some of its many constituent parts. From 
one point of view it consists of a faculty 
for arranging facts understandingly plus a 
faculty for understanding the facts as 
arranged. 

A faculty for comprehending accounting 
facts (transaction data expressed in terms 
of money) is itself a complex of a number 
of abilities, some of which are: 


to hold in mind a complex changing pattern 
to see scattered parts as integral parts of a whole 
to find threads of continuity in successive details 


A faculty for associating accounting 
facts is likewise a complex of a number of 
abilities, some of which are: 


to see relative proportions quickly among figures 
to sense the meaning of proportions among figures 
to relate figures to ideas, actions, policies, effects 
to judge which elements are the most significant 


From one point of view, then, analytical 
ability includes two faculties—the ability 
to comprehend and the ability to associale, 
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and the two support one another. Part of 
the ability to comprehend (understand) 
comes from ability to associate (arrange), 
and vice versa. But that is not all. In order 
to do the comprehending and understand- 
ing that lies within accounting, in order to 
be able to grasp what is significant among 
many facts, it is necessary to have or to 
develop what might be called “figure- 
memory,” except that this term might 
seem to emphasize the memorizing of 
digits, which would be absurd. Perhaps the 
concept necessary here is one that is better 
called “associative memory”—an ability 
to hold many facts and complex relations 
in mind at the same time that one is 
searching through them for the really sig- 
nificant. This is one approach at least to 
“grasping what is significant.” Further- 
more, in order to associate and arrange 
data, in order to see through and behind 
figures to ideas and possibilities, it is neces- 
sary to have or to develop what might 
be called “penetrative imagination,” a 
phrase to suggest that accounting jmagi- 
nation need not be identified too closely 
with the creative imagination associated 
with an artist, a poet, or a composer. 

Analytical Technique. While these ideas 
may help to construct a concept of analyti- 
cal ability related to the work of an ac- 
countant, there should be added to the 
picture some notions of the accompanying 
techniques by means of which analytical 
ability becomes effective. 

To use his analytical ability in account- 
ancy a person needs to have some facility 
in manipulating figures and some facility 
in communicating ideas. The accountant 
must have the ability to use figures fluently 
as a medium of thought and this ability 
in turn rests upon skill in three simple 
techniques: 
of easy and accurate performance of arithmetical 

processes 
of legibility in writing and correctness in reading 


figures 


of concise and interpretive tabulation of figures 
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Without this basis, the manipulation. of 
figures, which is so much a part of ali ac- 
counting action, would be done only under 
considerable strain and without much 
confidence; without appropriate skills, 
analytical ability would function at best 
under a handicap. 

If a facility in the use of figures is an 
underlying basis for analytical ability in 
accountancy, a facility for communicating 
accounting ideas is a necessary means for 
projecting the results of analysis beyond 
the accountant himself to other parties at 
interest. Unless the significance detected 
by analytical ability is clearly and con- 
vincingly revealed, the effort made is not 
justified. This ability to communicate, like 
the other ability here analyzed, rests upon 
certain simple techniques: 
of combining words and figures expressively 
of writing English concisely, clearly, and correctly 
of stating the full truth tactfully 


Analytical ability, when associated with 
a wide knowledge of accountancy, should 
produce technical competence. This is un- 
doubtedly the primary basis of professional 
service; but the professional accountant, 
like any other professional man, needs 
more than technical competence. The 
other qualities needed are not under con- 
sideration here; but as a reminder that 
they exist, these may be named: physical 
capacity for concentrated work; capacity 
for continuing to grow with experience; 
a personality for friendliness and leader- 
ship; pride in professional craftsmanship; 
resourceful adaptability; and common 
sense—a term so admirably explained in 
Webster’s Dictionary of Synonyms that 
this is quoted: “. . . a native capacity for 
seeing things as they are and without illu- 
sion or emotional bias, for making practi- 
cal choices or decisions that are sane, 
prudent, fair, reasonable, and that com- 
mend themselves to the normal, or average 
good mind.” 

For a compact presentation, see p. 198. 


‘ 


quesyuBis ysou 
aue 


aBpne 


‘seapi 0} 
sainBiyy 


sainSy Buowe 
suorpiodoid 
Buiueaw 24} asuas 


sainBy Buowe 
Ayyoinb suonjodoid 


ayy Buryeys yo 
sanbiuyra4 


Ajaaissaudxa 
sainBy pue 


ayeirossy 0} 


spiom Buisn yo 
sanbiuyr24 


ysyBuz 
‘1023/9 
Burzum yo 
sanbiuysay 


seapt 
ut 


Aypioey 


jerzAjeuy 


sainby 


ul 


yo 
sanbiuyr3) 


sainSy Suipeas 


puayaidwior 0} 


pue Suijzum yo 
sanbiuyray 


$assa201d 
Jerawyzue yo 
sanbiuyray 


ajoyum jesbaqur 
ue se sped 


sarssazons 
Buowe 


JO speanyy pur 


aut} QUO 


SurBuey> xajdwo> 


purus ut 


HK 


crements ofc 
most significant 


to ideas, actions, 
policies, effects 


of proportions 
among figures 


| 


proportions quickly 
among figures 


PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


sented by the Board of Examiners of 

the American Institute of Account- 
ants as the second half of the November, 
1943 examination in accounting practice. 
The weights assigned were: problem 1, 14 
points; problem 2, 20 points; problem 3, 
16 points. The time allowed to solve all 
problems was four and a half hours. A 
suggested time schedule follows: 


T= FOLLOWING problems were pre- 


Problem 1 75 minutes 

Problem 2 100 minutes 

Problem 3 90 minutes 
No. 1 


From the following data prepare a 
columnar work schedule, showing the fi- 
nancial transactions of the City of M in 
1942 together with general-fund and bond- 
fund balance-sheets and statement of 
bonded debt at the close of that year: 


1, Balance-sheet—January 1, 1942: 


Assets 
Taxes receivable—arrears............ 15,000 
$ 17,000 

Liabilities 
Reserve for uncollectible taxes—arrears $ 10,000 
Unappropriated surplus.............. 4,000 
$ 17,000 

STATEMENT OF BonpED Desr—January 1, 1942 
Assets 

Deferred charges to future taxation.... $285,000 

Liabilities 
44% serial bonds payable............ $285 ,000 

2. Budget for the year 1942: 
Estimated revenues 

Taxes receivable—1942 levy........ $225,000 
vid casas 10,000 
Interest and penalties.............. 8,000 
$259,000 


opriations 
Police department................. 
Fire department.................. 
Highway department.............. 
Sanitation department............. 
Retirement of serial bonds.......... 
Interest on bonds................. 
Interest on tax notes.............. 


Current 


3. The amount of taxes levied for the year 
1942 is $236,250, which includes a 5% 
allowance for uncollectible accounts. 

4. Receipts and disbursements in 1942: 


Receipts 
Tax anticipation notes............. 90,000 
Other revenues 
9,800 
Interest and penalties.... 8,400 34,900 
$353 ,900 
Disbursements 
Sundry appropriations 
General government... .. $67 ,000 
Police department....... 59,250 
Fire department........ 10,750 
Highway department.... 42,000 
Sanitation department... 40,000 
Retirement of serial bonds 15,000 
Interest on bonds....... 17,000 
Interest on tax notes.... 2,700 
$253,700 
Tax anticipation notes............. 90 ,000 
Accounts: payable. ................ 3,000 
$346,700 


5. Bills unpaid at December 31, 1942, 
amounted to $2,600. 

6. The uncollected taxes originating prior 
to January 1, 1942, should be fully 
reserved for. 

7. Other transactions in 1942: 

(a) The construction of a new municipal 
center was authorized at an esti- 
mated cost of $100,000. 

(b) 44% serial bonds in the principal 
amount of $100,000 were author- 
ized and issued at par. 


ig. 
r 


(c) Contracts were let for construction 
of the municipal center, aggregating 
$95,000. 

(d) $60,000 was paid on these con- 
tracts. 

(e) On December 31, 1942, $80,000 


construction work was completed. 


No. 2 

From the following information prepare: 

(a) A columnar work schedule showing 
the June 30, 1943, balance-sheet 
before and after the proposed reor- 
ganization, with explanatory ad- 
justment columns for the necessary 
changes in the several balance-sheet 
items. 

(b) A statement showing the effect of 
the proposed reorganization upon an- 
nual bond-interest and amortization 
charges and dividend requirements. 


The following balance-sheet of June 30, 
1943, was prepared from National In- 
dustries, Inc.’s books: 


The company, to reduce its fixed charges 
and dividend requirements, has planned a 
reorganization, approved by shareholders, 
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bondholders, and other interested parties, 
on the following basis: 


1. 


$3,000,000 consolidated first mort- 
gage 4% bonds dated June 1, 1943, 
and payable June 1, 1993, to be sold 
July 1, 1943, at 105 and accrued in- 
terest. 


. Outstanding mortgage bonds Series A 


and B to be redeemed on July 1, 
1943, at par plus interest to July 31, 
1943. 


. The holders of Series A bonds to re- 


ceive a call premium of $15 per 
$1,000 bond. 


. Preferred stock A to be changed from 


$5 no-par to 5% $100 par value. 


. Preferred stock A to be increased 


from 7,500 to 10,000 shares and the 
present holders to receive a dividend 
of 4 share of this stock for every 
share owned. 


. Present holders of preferred stock A 


also to receive an extra cash dividend 
of $1.25 per share. 


Assets 
Property, less depreciation 6,800,000 
$10,000,000 
Liabilities 
Series A 6% bonds due July 1, 1948................. 2,000,000 
$5 cumulative preferred no-par stock A 
$6 cumulative preferred no-par stock B 
Common stock, no par value 
$10,000,000 


7. 205,000 shares new common stock of 


$10 each to be issued and exchanged 
as follows: 


m 


( 
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10 shares new common for each 
share of preferred stock B. 

1 share new common for every 10 
shares of old no-par common. 

8. Commissions and expenses in connec- 
tion with the issue and sale of new 
bonds will be $45,000. 

9, All transactions under the reorganiza- 
tion plan, as well as dividends pay- 
able, are to be considered as settled 
in cash. 


No. 3 

From the following—(a) compute the 
book value of Q’s preferred and common 
shares on the date of his death and deter- 
mine the amount of the company’s non- 
interest-bearing note to be issued to the 
deceased’s estate; also (b) prepare a com- 
prehensive columnar work-sheet showing 
adjustments to the bookkeeper’s state- 
ments. 

No consideration need be given to pos- 
sible adjustment of accrual for 1943 federal 
income taxes. 

Q and R, the two shareholders of the 
QR Company, made an agreement in 1938 
which contains the following clause: 

“In the event of withdrawal from the 
company or death of either party, the 
remaining party shall cause the corpora- 
tion to issue, in exchange for all the pre- 
ferred and common stock then held in the 
name of the withdrawn or deceased party, 
a non-interest-bearing note (payable to the 


Original amount Dec. 31, 1928...............4-. 
Less 5% per annum to Dec. 31, 1942............ 


2. Reserve for renegotiation of war contracts......... 


withdrawn party or the deceased’s estate 
in equal cash instalments over a period of 
ten years) in an amount equal to book 
value, which shall be determined by a cer- 
tified public accountant of recognized 
standing in accordance with prevailing ac- 
counting principles, plant and equipment 
now carried on the basis of December 31, 
1928, appraisal, to be included on the basis 
of depreciated cost.” 

Q died on March 31, 1943, on which date 
he owned 2,100 shares preferred and 600 
shares common stock of the company. In 
order to determine the amount of the 
above note, the books were closed as of the 
date of death. 

The following condensed balance-sheet 
of December 31, 1942, had been prepared 


by the bookeeper: 
Capital 
$5 cumulative preferred stock, no-par 
value—3,500 shares............... $ 322,000 
Common stock, no par value—i,000 
Surplus 
Balance at December 31, 1942..... 1,085,740 
$1,482,740 


The bookkeeper also prepared a state- 
ment of profit and loss showing that 
$26,250 had been earned in the three 
months ended March 31, 1943. 

Upon examination of the accounts it 
was found that the surplus of December 
31, 1942, was made up as follows: 


Final settlement on all contracts was made with the War Department in February, 1943, 
whereby for each of the 16 months commencing March 1, 1943, a deduction of $8,500 was to 
be made from amounts otherwise due from the War Department. 


3. Reserve for war-plant amortization................ 


Provision for the year 1942, permitted as a deduction from taxable income. 


4. Reserve for loss on inventory realization........... 


Unchanged since 1938. Inventories now valued at lower of cost or market. 


5. Reserve for 1942 income taxesS.............eeeeees 


$ 55,800 


Of this amount $25,100 was needed to increase the accrual shown among current liabilities to 
the correct amount of the tax due on 1942 net income. 
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Eight annual provisions of $20,000, plus interest on sinking-fund investments. The sinking 
fund relates to a 20-year $400,000 bond issue. 


Less— 


300 shares preferred stock, purchased on June 30, 1942, from R at $100 per share plus dividend 
accrued since December 31, 1941. 


It was also found that— 
9. Interest of $1,525 on sinking-fund investments had been credited to the sinking-fund reserve on March 31,1943. 
10. Preferred dividends had accrued since December 31, 1941. 
11. The $26,250 profit item represents the surplus profit of the three months ended March 31, 1943, after deducting: 
(a) $ 2,325 for depreciation of appreciation. 
(b) $ 8,500 paid on account of renegotiation settlement. 
(c) $21,360 for amortization of war plant. 
(d) $62,110 for accrued federal income taxes. 


Solution to Problem 1 


CITY OF M 
Working Papers 
January 1, 1942 to December 31, 1942 


Balance Transactions—1942 Balance Sheet 
January 1, 1942 \ Cr. December 31, 1942 
EE ETS eee $ 2,000.00 (D) $ 353,900.00 E) $ 346,700.00 $ 9,200.00 
Taxes receivable—arrears....... 15,000.00 D 6,000.00 9,000.00 
Taxes Receivable—1942......... (C) 236,250.00 D 223,000.00 13,250.00 
Tax anticipation notes.......... (E) 90,000.00 (D 90,000.00 
Reserve for uncollectible taxes— 
$ 10,000.00 {G) 1,000.00 $ 9,000.00 
Accounts payable............... 3,000.00 (E) 3,000.00 (F) 2,600.00 2,600.00 
Unappropriated surplus. ........ 4,000.00 (G) 1,000.00 
cess of appropriations over 
(P) 3,700.00 
Excess of revenues over esti- 
mated revenues............ (P) 900.00 8,600.00 
Over-expended appropriation. . (R) 1,000.00 
$ 17,000.00 $ 17,000.00 
Estimated revenues: 
Taxes receivable—1942 levy. (A) 225,000.00 (C) 225,000.00 
(P) 600.00 
(P) 100.00 
(P) 400.00 
Appropriations 
(P) 1,000.00 
: (P) 1,750.00 
P) 1,250.00 
(P 2;,000.00 
R 1,000.00 
(E) 15,000.00 (B 15,000.00 
(E) 17,000.00 (B 17,000.00 
(P) 300.00 
jocated appropriation expenditures.................. , 600. ,600. 
Reserve for uncellectible Cc 11,250.00 11,250.00 
$1, 466,850.00 $1,466,850.00 31,450.00 $ 31,450.00 
Capital fund 
Deferred charges to future taxation $285,000.00 (0) $ 80,000.00 3$ 15,000.00 $350,000.00 
New construction authorized..... (N) 100,000.00 (O 80,000.00 20,000.00 
44% serial bonds payable........ $285,000.00 (M) 15,000.00 100,000.00 $370,000.00 
$285,000.00 $285,000.00 $ 195,000.00 $ 195,000.00 $370,000.00 $370,000.00 


( 

( 

( 
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Bonds authorised... $ 100,000 $ 100,000.00 
6 20,000.00 $ 20,000.00 
Reserve for encumbrances. ) 20,000. 
Reserve for encumbrances. K) 60,000.00 95,000.00 15,000.00 
$ 375,000.00 $ 375,000.00 $ 40,000.00 $ 40,000.00 
Key To TRANSACTIONS 
(A) To record estimated revenues. ) To set up authorized bonds. 
) To record appropriations. To sale of bonds. 
ra To set up taxes receivable and the reserve for uncollectible taxes. To a contract for new construction. 
The credit to estimated revenue is $236,250.00+-1.05. ) To t on contract 


) To record cash receipts. 

® To record cash disbursemen ) To red: 

Fr To record liability for bills — paid at December 31, 1942. The ) To set w ‘up liabili for new bonds i 
particular appropriation for which this liabili' was incurred is 0) a 

not given and the amount is, therefore, charged to ‘‘unallocated 

appropriation expenditures. 

To transfer excess provision for taxes in arrears to unappropri- 

ated surplus. 


(G 


~ 


Solution to Problem 2 
NATIONAL INDUSTRIES, INC. 
Working Reorganization Transactions 


completed work to deferred charges to future taxe- 
(P) & eR) To close estimated revenues and appropriation to unap- 
propriated surplus. 


une 30, 1943 
Balance Sheet Proposed i A fier Propose 
r 
Assets June 30, 1943 Dr. Cr. ransactions 
H) 39,375.00 
G) 45,000.00 
Property, less 6, 800,000.00 6, 800,000.00 
Unamortized discount, Series A bonds................ 30,000.00 B) 30,000.00 
Unamortized discount, Series B bonds................ 90,000.00 B) 90,000.00 
$10,000 000.00 $9, 302,500.00 
Liabilities 
Preferred dividends payable July 1, 1943............. £ 39,375.00 ) 39,375.00 
Bond interest accrued (July 1, 1943, coupon)......... 97,500.00 B) 97,500.00 
Other current liabilities... . 63,125.00 $ 63,125.00 
Series A 6% bonds due 2,000 ,000.00 2,000,000.00 
Series B 5% bonds due July 1, 1953.............202 1,500,000.00 (B 1,500,000.00 
$5 cumulative preferred no-par stock A 
7,500 shares, stated value............--eceeeceecs 675,000.00 (E) 1,000,000.00 (D) 325,000.00 
$6 cumulative preferred no-par stock B 
Common stock, no-par value 
50,000 shares, 625,000.00 (F) 625,000.00 
sees 1,550,000.00 (B 166,250.00 1,049, 375.00 
Cc 9,375.00 
325,000.00 
$10,000,000.00 
4% consolidated first mortgage bonds, due June 1, 1993............20 (A)  3,000,000.00 3,000,000.00 
Premium on 4% consolidated first mortgage bonds... (G) 45,000.00 150,000.00 105,000.00 
Accrued interest on consolidated mort, A 10,000.00 10,000. 
5% $100.00 par value preferred stock see E) 1,000,000.00 1,000 ,000.00 
Common stock, $10.00 par (or stated value) ( (205,000 shares)........... ; 2,050,000.00 2,050 ,000.00 
$10,667 , 500.00 $10,667,500.00 $9,302,500.00 


KEy TO REORGANIZATION TRANSACTIONS 


(A) To record issuance of $3,000,000.00 consolidated first mortgage bonds at 105 plus accrued intcrest. The bonds are 7 June 1, 1943. 
(B) To record redemption of Series A and Series B bonds. The 9 to earned surplus is made up of the following items: 


Interest for one month on $ 10,000.00 
Interest for one month on Series 6,250.00 
Redemption premium on Series A bonds,...............sseeeeeee 30,000.00 
Unamortized discount, Series A bonds.............++++eeeeeeeeees 30,000.00 
Unamortized discount, Series B bonds.............+0+seeeeeceeees 90,000.00 

$166,250.00 
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(C) To record extra cash dividend on 7,500 shares of preferred stock A. 
(D) To record stock dividend of 2,500 shares of preferred stock A. 
The charge to earned = of $325,000.00 is made to bring the capital stock account up to $1,000,000.00. 
(E) To ery preferred st A. 
(F) To record the issuance of new common stock. 
(G) To record commissions and expenses in connection with sale of new bonds. The charge is made against the premium account, the bal 
ance representing the net premium received. 


(b) NATIONAL INDusTRIES, INC. 
Statement Showing Effect of Proposed Reorganization on Annual Bond Interest, 
Amortization Charges and Dividend Requirements 
Bond Interest and Amortization Charges 


Existing debt: 
Proposed debt: 
Preferred Dividends 
Preferred stock presently outstanding 
$5 cumulative preferred no-par value stock A 
$6 cumulative preferred no-par value stock B 
Proposed new preferred stock 
5% $100.00 par value preferred stock 
Decrease in preferred dividend requirements. $107 , 500.00 
Total decrease in interest, amortization and dividend requirements..................0-eeeeees $199, 600.00 


NOTE: In this solution the unamortized bond discount and redemption premium are charged off immediately. 
If these items were to remain in the accounts to be charged off over the life of the original bonds there would be 
an additional charge, through June 30, 1948, of $23,625.00. The computation is as follows: 


SERIES A 
Redemption premium: 
Interest for one month following redemption....................seeeeeeeeeee 10,000.00 
SERIES B 
Redemption premium: 
Interest for one month following redemption.................sseeceeeceseees $ 6,250.00 


$ 23,625.00 


So 
(a) 
Adj 
Net 
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Solution to Problem 3 
(a) COMPUTATION OF Book VALUES 
moles, December: 31, 1942\(per $1,085 , 740.00 
Liability on renegotiation settlement................ccccccccccscuscecs 136,000.00 
Reserve for war-plant amortization. ..............ccccceccccceceseeees 85 ,440.00 
Addition to 1942 income tax 25,100.00 302,340.00 
$ 783,400.00 
Add paid-in value of treasury shares ($92.00 per share)...............00.ccecceesceceeseees 27,600.00 
Net income for three months ended March 31, 1943 (per bookkeeper).................-+.0+: $ 26,250.00 
Add: Interest on sinking fund investments..................ccccceccsecceees $ 1,525.00 
Payment on renegotiation settlement. 8,500.00 12,350.00 
Preferred Common Total 
Less paid-in value of treasury 27,600.00 27,600.00 
$294,400.00 $ 75,000.00 $ 369,400.00 
Accrued preferred dividend on 3,200 shares at $6.25 per share... . 20,000.00 20,000 .00 
Surplus applicable to common stock ($849,600.00 less $20,000.00). 829,600.00 829,600.00 
Amount of non-interest bearing note: 
2,100 shares of preferred stock at $98.25 per $ 206,325.00 
600 shares of common stock at $904.60 per 542,760.00 
$ 749,085.00 
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BOOK REVIEWS 


SmpNEY G. WINTER 


Depreciation of Group Properties. Robley Winfrey. 
(Ames: Iowa State College Bulletin, 1942. Pp. 131.) 


Mr. Winfrey’s work may be fairly described as a re- 
vised edition of Prof. Edwin B. Kurtz’s book: The 
Science of Valuation and Depreciation. (New York: The 
Ronald Press Co., 1937.) At the Iowa Engineering Ex- 
periment Station, both authors have collaborated ex- 
tensively i in the compilation of observational data con- 
cerning the life expectancy of homogeneous groups of 
physical property, classifying the latter according to 
their survival characteristics. 

The raw material for both books is thus identical. 
The same may be said for the general mental attitude 
adopted toward the problem of depreciation, as well as 
for its presentation and treatment. On the principal 
conclusion, full agreement is also in evidence, in the 
sense that each author “proves,” and by the same 
means too, that he alone is right. That creates an inter- 
esting situation, because it so happens that Kurtz’s 
“only scientific approach” differs materially from Win- 
frey’s “only mathematically correct method.” 

Both methods have long been known and are here- 
inafter referred to as the Kurtz and Winfrey methods 
merely for convenience of language. This reviewer has 
compared them mathematically and graphically in 
“The Practice of Depreciation,” Econometrica, July 
1939. To state the difference in the simplest terms, let 
us suppose that 100 similar machines are acquired for 
$10,000. In the light of past experience it seems certain 
that such machines have an average life of 10 years, 
even though each one will actually be retired at a differ- 
ent date between zero and 20 years. 

Now, what did we actually buy, 100 machines at 
$100 each, as stated in the bill of sale, or 1,000 life units 
of service at $10 each? Winfrey endorses the former and 
Kurtz the latter interpretation, except that Kurtz, 
though admitting the existence of only 1,000 life units, 
thinks it more scientific to pretend that there are 1,050. 
This pointless distortion may be disregarded for present 
purposes. 

Whether we charge off $100 per machine or $10 per 
life unit of service, the $10,000 will be recovered at the 
end of 20 years. In the meantime, however, the periodic 
credits to the reserve are not the same. For instance, 
with respect to an unidentifiable single machine which 
will drop out at the end of 5 years, Winfrey would 
credit $20 and Kurtz only $10 per annum to the reserve. 
Conversely, in the case of another machine which re- 
mains in service for 20 years, Winfrey’s credit to the 
Teserve would be $5 per year and Kurtz’s still $10. Sim- 
ilar computations made for all surviving machines 
should be summed up to get the total annual additions 
to the reserves. It will then be found that Winfrey’s re- 
serve always exceeds Kurtz’s, except at the two end- 
points. 

Winfrey’s concept of the “condition percent” of this 
property group is the sum of all individual ratios of un- 


expired life to total life, divided by the original number 
of machines and per centum. Thus, at the 
end of the third year, the five-year machine is said to 
be in a 40% and the twenty-year machine in an 85% 
“condition,” their combined contribution toward the 
condition of the group being counted as 1.25%. Kurtz’s 
“remainder service life” concept is identical, but be- 
comes irrelevant when he fails to make use of it in the 
end. 

The computation of the “condition per cent,” which 
Winfrey specifically defines as “100 times the ratio of 
present depreciable value to depreciable value, when 
new” (p. 12), is clearly inconsistent with the statement 
that “the analysis is based solely upon the service 
given up by the property” (p. 50), because his basic 
assumption is that each machine renders an equal meas- 
ure of service per unit of time. His “condition per cent” 
is determined, not by the service, but by the allocated 
cost “given up” by each machine, under a literal inter- 
pretation of the bill of sale, the terms of which, viz. 
100 @$100 = $10,000, are meaningless by the testimony 
of his own survival curves. If he wanted to know how 
much service still remains in the property group, he 
would have to count the remaining life units and di- 
vide them by the original number. Returning to the 
previous random illustrations, the five-year machine 
has 2 and the twenty-year machine 17 such units left. 
Accordingly, they contribute not 1.25%, but 1.9% to 
the total remaining service. 

Kurtz eventually shifts to the latter type of calcula- 
tion, whereas the failure to distinguish between equal 
units of service and the unequal costs allocated to them 
pervades Winfrey’s whole work. Another good instance 
is the following passage: “Wholly independent of any 
method of estimating depreciation is the fact that the 
service remaining in the group of units comprising a stable 
property is exactly 50% of the service available in the same 
units when new” (p. 81, italics his). An accurate state- 
ment would be: Wholly independent of the shape of the 
survival curve and the average life is the fact that the 
cost allocated by this particular method of depreciation 
to the services remaining in a group of units comprising 
a stable property is exactly 50% of the cost of the 
services available in the same units, when new. 

It follows from the general shape of all observed 
survival curves that a stable or mature plant, i.e., one 
that has been continuously maintained at 100 machines, 
must contain more than one-half of the life units of 
service inherent in a plant composed of the same num- 
ber of new machines. The theoretical extremes are 2/3 
in Fig. 3, p. 39), and $ when it is a vertical line coincid- 
ing with the average life. In the latter event the level 
does not really exist but remains a mere average, since 
no damping takes place. 

How a mature plant which retains more than 50% 
of its service-capacity can be said to be in a 50% condi- 
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tion is not apparent, until one realizes that Winfrey’s 
concept of “condition” flouts his avowed aim expressed 
thus: “Obviously, any acceptable method must distribute 
the depreciation over the full life of the property and result 
in depreciated values at all ages which are in harmony with 
the service remaining in the survivors” (p. 75, italics his). 
It is the Kurtz method which, upon being purged of its 
minor blemishes, will achieve such harmony. When the 
rate of interest is zero and there is no scrap value, 
Kurtz’s ratio of unexpired cost to original cost is the 
same as the ratio of remaining service-capacity to orig- 
inal capacity. The Bell Telephone System has been using 
this method for more than two decades. 

It is now in order to turn to the much emphasized 
“proof of the correctness of the present-worth principle” 
(p. 50) which convinces Winfrey that he can not be 
wrong. It consists simply of a demonstration that—in 
the absence of scrap value, interest and growth—his 
choice of a depreciation method leads ultimately to a 
reserve balance of 50% for any type of survival curve 
and any average life. The mathematics department, 
called in for the purpose, rises to the occasion in nine 
pages of calculus which boil down to a formula given by 
this reviewer four years ago, viz.: 


1 a n 
+f 


wherein ¢=average life, n= maximal life, age, r=life 
and f(r)=a normalized frequency distribution of any 
shape or form whatsoever. (N.B. The term “normal- 
ized” signifies merely that the area below the curve 
shall be unity.) 

The obvious is thus explained in terms of the ab- 
struse, in the best tradition of mathematicians. What it 
all means is that, if a rectangle be divided into two tri- 
angles by a diagonal line 1—#/r connecting opposite 
corners, then the area of each triangle is just half that of 
the rectangle. More completely, that the same theorem 
remains true for the sum of an infinite number of rectan- 
gles of equal infinitesimal heights and random bases. 
Upon deleting ¢/r from the formula, the rectangles will 
be summed up and the answer is unity. 

From this result, only two legitimate conclusions can 
be drawn. The first is that the Winfrey method amounts 
to splitting rectangles of equal height diagonally. That 
fact leaps to the eye in the reviewer’s graph mentioned 
above. Second, it also follows that the arithmetic of 
Winfrey’s corresponding tables is in order. In short, we 
know now that he did correctly what he thought he 
had to do. But how do the integrals prove that it was a 
good idea to do it? How do they justify the following 
final claims repeated incessantly? 

“The unit-summation procedure of the present-worth 
method is shown to be the only mathematically correct 
method. It is not admitted that more than one correct 
method exists for applying an age-life ratio to property 
groups, when estimating depreciation” (p. 6, italics his). 

“Tt is proved that group properties in normalized 
condition have a ratio of remaining units of service to 
available units of service when new of 0.50, regardless of 
the average life of the group and of the characteristics 
of the retirement curve. Consequently, the condition 


percent of the depreciable value of the group at a zero 
interest rate is 50 percent” (p. 6, italics the reviewer's), 

To hold that proper performance of a routine task 
proves the worth of the underlying idea is indefensible, 
In addition, the result does not even conform to the 
original idea of “harmony” and thus stands convicted 
by Winfrey’s own definition of an “acceptable method” 
(p. 75, quoted in full above). This obviates any present 
need to ask whether there is such a thing as an “only 
correct method.” 

An interesting curiosurs is that Kurtz was similarly 
fascinated by the magic of 50% which, in his modest 
opinion, constitutes “convincing evidence of the sound- 
ness of the method ... the logic . . . the accuracy... 
a verification of the entire preceding analysis and a 
demonstration of the inherent unity of the body of 
principles presented” (Joc. cit. pp. 5-6). That places him 
in an even less enviable position, for his method can 
not lead to a fixed 50% level, as already stated. His 
faith that it must was so great, however, that it led him 
into just the right mathematical error at the right time 
(see “The Practice of Depreciation,” cited above). The 
practical merit of the method which achieves the “har- 
mony” sought by Winfrey is in no way impaired by its 
failure to behave as expected. 

When the rate of interest is introduced, Winfrey ad- 
mits that the correct maturity level of his method rises 
above 50%. The reason is that he no longer splits his 
rectangles by straight lines, but by annuity curves 
which increase the area of the triangles he must sum up. 
Kurtz’s level will of course also rise from wherever be- 
tween 2/3 and $ it would otherwise be. 

In the case of growth or expansion, Winfrey also 
recognizes a rise in the maturity level, but states that 
“additional studies are needed to show the limits of 
the range of such influence for various retirement dis- 
tributions, average lives and rates of growth of property 
units in service” (p. 66). This is an instance where cal- 
culus could save him a lot of trouble. The correct level 
of his method for any constant rate of expansion is 
simply 

a 


by the formula given above, when the average life a, 
which also expresses the entire area of the survival curve 
M (2), is replaced by the same area discounted at the ex- 
pansion rate x. Since 4 is thus multiplied by a greater 
number than it is divided by, the level rises again. It is 
no longer independent of the shape of the survival curve, 
however, because the discounting process affects differ- 
ent shapes to different extents. Translated into the obvi- 
ous, the formula means that an expanding plant con- 
tains a greater proportion of relatively new machines, in 
which more service and therefore also more allocated 
cost must remain. 

Winfrey’s graphs showing the oscillations of the 
“condition percent” of continuously renewed property 
depreciated by his particular method look all right to 
the naked eye and, if he computed them by arithmetic 
are probably accurate enough. They could not possibly 
be, had he emulated Kurtz in acting on their joint be- 
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lief that “the dampened sine wave /is/ characteristic 
of the theoretical behavior of the renewals in continuous 
property composed of similar individual units” (p. 46). 
There is a superficial resemblance, but that is all. Re- 
newal theory is far too complex to be touched upon here, 
but its literature is readily available. 

Speaking of literature, perusal of the Bulletin gives 
a strong impression that Winfrey is aware only of those 
contributions to his chosen subject which the former 
or present faculty and students of Iowa State College 
happened to make. Neither in the footnotes nor in the 
text can any outsider’s name or idea be spotted. Such 
isolationism is bound to cause much waste of effort, 
especially when conclusions have to be reached by arith- 
metic. The information he seeks so diligently and labori- 
ously has been waiting for him in libraries for years. A 
good example is the second formula above. The addi- 
tional studies he is planning on the subject of growth 
may take a year or more, but he can check the formula 
in a couple of days. It answers all questions now raised 
by him in this connection. 

In conclusion, one statement may be quoted, with 
which no disagreement is possible. “Depreciation should 
not be destined to be a subject of everlasting con- 
troversy among those concerned with engineering valua- 
tion, utility rate-making and taxation” (p. 8). Unfor- 
tunately, such a millennium can not arrive, until writers 
on depreciation develop more reticence in their claims 
and more rigor in their proofs. 

Ganrirt A. D. PREINREICH 

New York 


Internal Auditing—A New Management Technique. 
John B. Thurston, Editor. (Stamford: Brock and 
Wallston, 1943. Pp. xi, 450. $3.50.) 


This book is described as a symposium of addresses, 
discussions and other material developed under the 
direction of the Institute of Internal Auditors. The ad- 
dresses were presented to the members and guests of 
the Institute at meetings held from the date of its 
organization to its first annual conference in New York 
November 10, 11, 12, 1942. The discussions are those 
that followed the addresses. The material in the book 
was edited by John B. Thurston, first president of the 
Institute of Internal Auditors. 

The timeliness of this review is slightly dulled by the 
advent of the second annual conference of the Institute 
held in New York October 10, 11, 12, 1943. 

The addresses range in subject from an exploration 
of the functions of the internal auditor, his education 
and training, and his relation to the public accountant, 
to such widely separated subject matter as an address 
on the economic future of American business in South 
America. 

The most provocative part of the book lies in that 
part as mentioned in the title, an exploration into the 
functions of internal auditing as a new management 
technique. The concept of the internal auditor in per- 
forming a new management technique, as expressed by 
several of the founders of the Institute, is his service 
as an appraiser of the results of all departments of a 
business and of the business itself. As an appraiser, the 
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internal auditor must be responsible to the board of 
directors only, or to the board through the top executive 
officers. Mr. Thurston has enumerated the three major 
functions which the internal auditor can or should 
perform as follows: 

(1) He directly participates in the verification of 
financial statements. 

(2) He rounds out and perfects the system of internal 
control. 

(3) Finally, but most important of all, the internal 
auditor acts as an arm of management. In this 
role, he is one of the principal means by which 
modern management achieves effective control 
over administrative activities. 

The concept of the internal auditor as the arm of 
management, which is one of the principal means by 
which modern management achieves effective control, 
probably represents the goal toward which internal 
auditors individually and as an organization will strive. 
Although there are internal auditors who at present per- 
form all the functions enumerated above, it is apparent 
both from some addresses and from discussions following 
the addresses that many members of the Institute do 
not fully comprehend the role which is contemplated 
for the internal auditor in the corporate organization. 

This reviewer found the addresses relating to the 
development of manuals and reports for the internal 
auditor to be interesting and factual, and an aid to in- 
ternal auditors in a phase of their work which is often 
enervated through devotion to other more pressing 
duties. 

The organization of the Institute of Internal Auditors 
focuses attention to the ever increasing phase of the 
internal auditor in the corporation, and it is believed 
that the material, publication of which is sponsored by 
the Institute, is aimed more at directing attention to the 
field, than to exploring procedures to be followed in the 
performance of the functions outlined. 

R. H. Hasster 

Connersville 


Industrial Accounting in a War Economy. National 
Association of Cost Accountants Year Book, 1942. 
(New York: Pp. 213. $3.00.) 


Students, professors, and practitioners of accounting 
too often depend on textbooks and periodicals for their 
knowledge of accounting principles and practices and 
give too little attention to the current accounting and 
managerial problems which are discussed in such tech- 
nical publications as those of the National Association 
of Cost Accountants. The 1942 Year Book of the 
NACA, entitled Industrial Accounting in a War Econ- 
omy, is of special interest to accountants because it is 
a record of the discussions of the wartime problems 
which confront the industrial accountant and manager 
during the present abnormal conditions of production 

The Year Book is a record of the thirteen papers 
and discussions presented by prominent accountants 
and industrial leaders at the 1942 convention of the 
NACA which was held in Chicago. The discussions are 
grouped under the following topics: Wartime Problems 
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and Responsibilities, Wartime Inventory Problems, 
Accounting Problems Arising from War Contracts, 
Wartime Cost Problems, and Taxes and Post-war 
Problems. 

The first topic, Wartime Problems and Responsi- 
bilities, is discussed in a paper by Harry E. Howell, 
Controller, Grinnel Co., in which he stresses the ne- 
cessity for economy of executive time through the sim- 
plification and analysis of reports by accountants, the 
need for standard costs and better estimating on war 
jobs, and the adherence to price ceilings and govern- 
ment regulations. In the second paper, John C. Weigel, 
Regional Administrator of the OPA, describes the pur- 
poses and methods being used to control inflation. The 
topic is concluded with a technical description of the 
Allocation Classification System of the War Production 
Board by Edward A. Gould, Administrator for the 
WPB. 

The second group of three papers deals with War- 
time Inventory Problems. B. M. Sayre, Vice President, 
Rock-Ola Manufacturing Corp., describes the diffi- 
culties of maintaining material control for war pro- 
duction due in part to the acute shortages of materials 
but also due to the confusion and overlapping authority 
prevalent in governmental agencies. He especially ad- 
vocates better training of employees and more flexible 
planning. J. C. Freeman, Works Accountant, Allis- 
Chalmers Manufacturing Co., emphasizes the necessity 
for perpetual inventory control for companies obtaining 
materials from the WPB in order to avoid delays in 
procurement and production. The third paper in this 
group, entitled Inventory Valuation in a War Economy, 
by Martin A. Moore, Controller, Hyatt Bearings Divi- 
sion, General Motors Corp., contains an excellent 
resume of the basic principles and methods of inventory 
valuation and their relation to price inflation. Of par- 
ticular interest is his discussion of accounting devices, 
such as the base stock inventory method, the last-in, 
first-out method, and inventory reserves, used to counter- 
act price inflation by eliminating inventory profits from 
operating results. Among the converts to the /ast-in, 
first-out inventory method cited are the U. S. Steel 
Corporation, Jones and Laughlin Steel Corporation, 
General Cable Corporation, R. H. Macy and Company, 
Gimble Brothers, and Kauffmann Department Stores. 
Other important problems discussed include: the in- 
clusion in inventories of abnormal items such as excess 
labor costs, overtime premiums and training costs, the 
normal volume conception as related to inventories, 
pre-production expenses, and the obsolescence of in- 
ventories in the post-war economy. Mr. Moore’s paper 
is the most complete and interesting discussion of a 
wartime accounting subject in the 1942 Year Book. 

The third topic, Accounting Problems Arising from 
War Contracts, is discussed in papers prepared by 
Maurice E. Peloubet of the WPB and Roscoe Seybold, 
Vice President, Westinghouse Electric and Manu- 
facturing Co. Mr. Peloubet presents an interesting dis- 
cussion of the general problems involved in war con- 
tracts, including the government’s attempt to eliminate 
risks for contractors, difficulties encountered in deter- 
mining reasonable costs and profits, cost investigations, 
audits, and renegotiations. Mr. Seybold is critical of 
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conflicting directives and time-consuming question. 
naires issued from Washington. He presents some of the 
technical aspects of conversion to war production, 
facility contracts, supplies contracts, escalator clauses, 
priorities and renegotiation. 

The broad subject Wartime Cost Problems is dis- 
cussed in three short papers. The problems of sub- 
contracting, which include expansion requirements, 
procurement of equipment, financing new facilities, and 
maintaining codperation with prime contractors, are 
briefly described by George M. Ebert, Controller, 
Curtiss Propeller Division, Curtiss-Wright Corp. The 
contrast between depreciation and amortization policies 
for tax requirements and for war contracts is clearly 
explained by A. B. Hossack, Vice President, American 
Appraisal Co. The third paper in the group, prepared 
by Leonard E. Zastrow, Assistant Controller, Bucyrus- 
Erie Co., is of particular interest to industrial ac- 
countants because it deals with abnormal costs. Mr. 
Zastrow discusses the treatment of variances between 
actual and standard costs, cost of extra watchmen, 
badges, floodlights, and stores-keeping, and concludes 
his paper with suggestions as to the allocation of ab- 
normal general administration and selling costs. 

The last section of the Year Book contains two 
papers in which Taxes and Post-war Problems are dis- 
cussed by William J. Casey, Chairman, Board of 
Editors, Research Institute of America and James L. 
Dohr, Associate Professor of Accounting, Columbia 
University. Mr. Casey challenges the industrial ac- 
countant to aid business management in steering a 
“course through confiscatory tax rates, rigid ceilings 
over prices, steadily rising labor and other costs, and 
priorities which curtail volume and skyrocket unit 
costs” and to preserve and carry into the post-war era 
business assets, including plant, equipment, goodwill, 
production and sales organizations. Mr. Dohr climaxes 
the discussion of industrial accounting problems in his 
paper entitled Anticipating Post-war Accounting Prob- 
lems. He explains that the post-war problems will in- 
clude disposal of abnormally large war inventories, re- 
duction and retraining of personnel, reaccounting and 
settlement of war contracts, recomputation of taxes, 
development of new products and markets, and acquisi- 
tion of new working capital and equipment. He con- 
cludes that plans for the liquidation of war production 
and resumption of peacetime business should be made 
now. 

Criticism of governmental agencies threads through 
the papers and discussions, but it is constructive criti- 
cism by men who are faced with the execution of govern- 
mental policies and directives and who are attempting 
to do a better job in the important war work they are 
directing. 

The busy accountant who can budget very little of 
his time for reading may justly criticize publications 
such as the Year Book since they present verbatim the 
remarks of chairmen and comments of members who 
take part in discussions as well as the carefully prepared 
papers of the speakers. It might be suggested that pro- 
ceedings of conventions be abstracted or abridged so 
that the main currents of thought might more readily 
be made available to the reader. However, it might be 
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said in refutation that such a process would eliminate 
much of spirit and freshness of the discussions and it 
most certainly would eliminate the choice bits of humor 
and sarcasm which may more than compensate the 
reader for his extra time. 

The Year Books of the National Association of Cost 
Accountants are valuable contributions to the literature 
of industrial accounting. 

Joun G. BLOCKER 

University of Kansas 


Taxing to Prevent Inflation. Carl Shoup, Milton Fried- 
man, and Ruth P. Mack. (New York: Columbia 
University Press, 1943. Pp. xii, 236. $2.75.) 


This book comprises four separate papers. Together 
they contribute a brilliantly executed application of 
modern economic theory and of refined statistical tech- 
niques to the solution of a practical economic problem; 
namely, the prevention of inflation. 

In reading the book, one is impressed by the contrast 
between the scientific approach to the problem of in- 
flation, admirably presented by the authors, and the 
“practical” approach as exemplified by the recent ac- 
tivities of the assorted governmental agencies respon- 
sible for actual policy. The discrepancies between the 
fiscal policies implicit in the argument of this book and 
the actual policies followed are indeed glaring. 

The first paper under joint authorship is entitled, 
“A Technique for Estimating the Amount of Taxation 
Necessary to Avert Inflation.” In it, an elaborate table 
is constructed (pp. 68-71), using four separate sets of 
assumptions regarding the impact of defense spending, 
to show the amount of additional tax revenue that 
would be needed in June, 1942, as compared to October, 
1941, in order to avert inflation. Inflation, in this con- 
text, is defined as the kind of rise in prices where “money 
income is expanding more than in proportion to income- 
earning activity” (p. 5). It is estimated that 10 to 12 
billion dollars of additional revenue would be required, 
and that to secure 5 to 8 billion of this amount new tax 
legislation would be necessary. These figures refer, of 
course, to a past period, and they are no longer relevant 
to policy in that period. They do indicate, however, the 
magnitude of the problem—even during the early stages 
of the war program—and they illustrate techniques 
that could be used in the framing of anti-inflationary 
fiscal policy in the future. 

A significant conclusion from this study is that the 
amount of taxes necessary to avert inflation is much less 
than the amount required to balance the Federal 
budget. 

The second paper, by Professor Shoup, advances the 
thesis that the anti-inflationary effect of taxation de- 
pends, not only upon the aggregate amount of revenue 
collected, but also upon the character of the particular 
taxes levied. The characteristics of taxes on sales, 
personal income, corporate profits, and spendings are 
examined with reference to their effect on potential 
price increases. 

The individual income (withholding) tax is com- 
pared with a retail sales tax in great detail. He finds 
eleven advantages of a sales tax over an income tax 


and twelve advantages of an income tax over a sales 
tax, and, even when these advantages and disadvan- 
tages are weighed with respect to their relative im- 
portance, no clear-cut preference is established. The 
ultimate conclusion is that it is probably desirable to 
introduce the sales tax before the income tax rates 
reach the heights that would be necessary without the 
sales levy. It is clearly stated, however, that this con- 
clusion “implies no preference for the sales tax as a 
normal part of a peace-time revenue system” (p. 106). 

The third paper, by Dr. Friedman, is an examination 
of various techniques for predicting the onset of infla- 
tion. The problem is to determine when, or to what ex- 
tent, increases in spending will result in greater output, 
and when in higher prices. The problem ir volves, there- 
fore, the dual prediction of spending and of output. 
The discussion consists chiefly of a critical analysis of 
the work of other writers in this field. 

The final paper, by Dr. Mack, presents “A Technique 
for Analyzing and Anticipating Change in the National 
Income.” This study is based upon a comparison of 
“ready purchase money” (rpm) and “goods ready for 
sale” (grs). Elaborate statistical tables are constructed 
to show monthly changes in the amounts of these aggre- 
gates and thus to estimate changes in the national in- 
come as affected by variations both in production and 
in prices. 

Howarp R. BOWEN 

Washington, D. C. 


American Business Law, Volume I. W. R. MacMillan. 
(Chicago: Walton Publishing Company, 1943. Pp. 
xxxv, 320, 186.) 

American Business Law, Volume II. V. Winters Hoerr 
and Raymond J. Goss. (Chicago: Walton Publishing 
Company, 1943. Pp. xv, 447, 262.) 


These are the first books in a new four-volume series. 
Volume I contains 370 pages of lectures or text material 
and 171 pages of abbreviated reports on 81 decided 
cases. The subject matter covers an Introduction to 
the Study of Law, the Law of Contracts, and the Law 
of Agency. 

In the preface there .s a statement that special effort 
was made to use language understandable to the lay- 
man, and in this particular Mr. MacMillan has suc- 
ceeded admirably. 

The author devotes four brief chapters to intro- 
ductory material. He correctly believes that the student 
—who generally is a little impatient about the delay in 
getting started in the study of current cases and general 
principles—will obtain a better grasp of the work to 
follow if he gives considerable attention to a preliminary 
survey of the field of law—the origin and branches, the 
sources, classification of rights, definitions of various 
legal terms commonly encountered, remedies and pro- 
cedures in general. The number of topics and length of 
treatment included in this part of the book seem to be 
a satisfactory compromise between the extremes of too 
little and too much. 

The text or lecture material dealing with the law of 
contracts and agency consists of simple statements of 
the principles of law that are likely to be found in the 


ion- 
the 
ion, 
Ses, 
dis- 
sub- 
nts, 
and 
are 
lier, 
The 
cies 
arly 
ican 
ared 
ac- 
Mr. 
en, 
des 
ab- 
two 
dis- 
of 
s L. 
bia 
ac- 
ga 
lings 
and 
unit 
r era 
will, 
n his 
Prob- 
ll in- 
5, Te- 
and 
axes, 
uisi- 
con- 
ction 
ade 
‘ough 
criti- 
yern- 
pting 
y are 
le of 
tions 
the 
who 
ared 
pro- 
ed s0 
adily 
ht be 


212 The Accounting Review 


usual transactions of the layman and more particularly 
in those of the average business man. The abstract 
statements of rules are explained by simple hypothetical 
cases incorporated in the lecture material and amplified 
by reports of decided cases covering more complicated 
factual situations. The case reports are placed in the 
second half of the book, a practice fairly common 
though not approved by those who favor location nearer 
the point mentioned; e.g., at the end of the chapter. The 
emphasis is of course on substantive rather than pro- 
cedural law. 

Because the amount of substantive law is enormous 
and the time of the student for such study very limited, 
an author is compelled to choose carefully the points 
that are likely to be of most importance. And he will 
have many regrets that some points cannot be fully ex- 
plained, or even mentioned. Any reviewer is apt to think 
that some topics have been unwisely omitted or in- 


cluded, or that some have received attention more than 
their importance justifies. This reviewer thinks that this 
book is not more vulnerable to such criticism than most 
of the other texts in this field; and that on the whole, 
the work is well done. 

Volume II includes the subjects of Partnership, Sales, 
and Negotiable Instruments. The method of treatment 
is substantially the same as that of Volume I. Particular 
attention is given to the uniform statutes covering the 
three branches of law, with reprints of the statutes 
placed for easy reference at the end of the respective sec- 
tions. 

The quality of judgment exercised in selecting the 
points to be emphasized and the skill used in explaining 
the application of the rules mentioned place this vol- 
ume also in the rank of excellent presentations. 

Emer W. Hits 

University of Iowa 


DICKINSON LECTURES IN ACCOUNTING 


The Arthur Lowes Dickinson Fund was established in January, 1929, 
at the Harvard Graduate School of Business Administration by the firm 
of Price, Waterhouse & Co. “in recognition of the debt due by the ac- 
counting profession in general, and particularly by this firm, to a former 
partner, Sir Arthur Lowes Dickinson.” The income from this fund was 
for a number of years used exclusively for the purpose of conducting re- 
search in the field of accounting. In 1936, the terms of the Fund were 
modified to provide that ‘in addition there may from time to time be 
appointed, for one year, a man outstanding in Accounting who shall de- 
liver at the Graduate School of Business Administration one or more 
lectures, and shall be designated as Dickinson Lecturer.” 

The above is taken from the foreword of the volume in which are pre- 
sented the first three Dickinson Lectures. A similar statement has ap- 
peared in the three volumes reproducing the lectures subsequently given. 
So modest an acknowledgment of the appreciation of the Graduate School 
of Business Administration, and of the accounting profession in general, 
of this contribution by Price, Waterhouse & Co. to the further develop- 
ment of accounting research may have peculiar significance in a field in 
which a major goal is that of presenting unadorned factual information. 
Professional standing comes not so much as a result of claims as it does 
from works of suck character that professional standing is conceded by 
the public, and one of the tributes paid by the public is recognition of the 
fact that the subject matter in the field of the group in question deserves a 
place in the higher educational program which the public, through gift 
or taxation, supports. That his fellow partners should have taken this 
means of honoring the memory of Sir Arthur Lowes Dickinson is evidence 
of their faith in both the future of accounting and the role which higher 
education will play in its development. It is to be hoped that this Fund 
and similar funds, whether already active or yet to be created, will be re- 
garded as evidence of a desire on the part of the profession to shoulder 
a part of the educational load essential to its continued progress. 
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That Mr. George O. May should have been named the first Dickinson 
Lecturer seems entirely fitting, not only because of his association with the 
firm of Price, Waterhouse & Co. nor because he succeeded Sir Arthur 
Lowes Dickinson as senior partner in the firm, but because in the Ameri- 
can Institute of Accountants and in its predecessor organizations as well 
as outside of the organized accounting field he has been an able and active 
contributor to the development of both the theory and the practice of 
accounts as accounting has struggled to attain status as a recognized 
profession. Sir Laurence Halsey of the London office of Price, Waterhouse 
& Co. was obviously well qualified to present to Americans a summary of 
the activities of accountants in Great Britain. The qualifications of Pro- 
fessor Paton, cited in the foreword as “a nationally known and respected 
teacher,”’ will not be challenged by anyone familiar with the development 
of accounting literature in this country. 

Subsequent lectures have been given by men who have long been active 
in accounting and whose qualifications are well known. The lectures pre- 
sented by Mr. Walter A. Staub (1940-1941) were the first to appear in 
the form adopted for publication of the Dickinson Lectures. A review of 
this book appeared earlier in the AccounTING REviEw (Vol. XVIII, 
No. 2, p. 178). Below are present reviews of the lectures of Professor, 
Emeritus, Henry Rand Hatfield (1941-1942) and those of Mr. Charles A. 
Heiss (1942-1943). 

The accounting profession is indebted to those responsible for the deci- 
sion to publish these lectures in a form available to the members of the 
profession and to the public at large. 
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Dickinson Lectures in Accounting. George O. May, Sir 
Laurence Halsey, and William A. Paton (Cambridge: 
Harvard University Press, 1943. Pp. ix, 131. $2.00). 


Improvement in Financial Accounts. George O. May, 
1936-1937. 


This subject is discussed in three parts. The first lec- 
ture covers the historical aspects of the problem. After 
defining financial accounts as “those kept for the pur- 
pose of affording guidance in regard to the financial 
position and results of an enterprise—to either the man- 
agement, the stockholders, or others,” and uttering a 
warning that “the terminology of accounting is some- 
what loose and vague,” Mr. May traces the develop- 
ment of accounting thought and action with respect to 
such subjects as capital and income, dividends, the use 
of special-purpose statements, governmental regulaiion, 
the conventions reflected by financial statements, and 
some of the difficulties inherent in the preparation of re- 
ports which, in the words of Section 13 of the Securities 
Act of 1934, will “insure fair dealing in the (corporate) 
security.” 

__ The second lecture takes up the problem of uniform- 
ity in financial statements. The discussion is confined 
mainly “to the determination of income which is now 
generally recognized as the most important single prob- 
lem in the field of financial accounting.” Among the 


S. G. W. 


more important specific questions likely to arise, Mr. 
May finds the following: 

(1) Shall the accounting in respect of fixed assets 
be historical in character and based on cost, or shall it 
attempt in any way to reflect changes in value other 
than those due to exhaustion of useful life? Subsidiary 
to this is the question—shall the charge for property 
exhaustion commonly spoken of as ‘depreciation’ be 
based on original cost, the present replacement value, 
or probable replacement cost of the property that is be- 
ing exhausted? 

(2) On what basis shall inventories be stated—cost, 
cost or market whichever is lower, basic cost, normal 
cost, so-called standard cost, etc.? 

(3) How shall the premature termination of useful 
life be dealt with? 

(4) How shall corrections of estimates of charges or 
credits properly relating to the accounts of previous 
periods be dealt with?” 

In these few remarks it is obviously impossible to fol- 
low the trend of the argument advanced by Mr. May. 
He is of the opinion that “uniformity in the treatment 
in operating accounts of routine transactions is undoubt- 
edly of great value for a number of administrative pur- 
poses” and “that there is a closer approach to uniform- 
ity in the published accounts of the large steel companies 
than in those of the large railroads, though the former 
are not and the latter are subject to uniform classifica- 
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tion.” Two factors appear to Mr. May to be the primary 
obstacles to attaining uniformity: “that income ac- 
counts are designed to serve more than one purpose” 
and that “accounting for income is based on more than 
one concept.” In general, the discussion is well rounded 
and Mr. May would be among the last to expect that 
his conclusions would find universal acceptance. Un- 
doubtedly he will receive strong support for such state- 
ments as: “Both the Bureau of Internal Revenue and 
the Interstate Commerce Commission have dealt with 
the question of fixed assets on the basis of historical 
cost, and it is difficult to see how any other method 
could as a practical matter be successfully employed” — 
“T am wholly opposed to the idea of writing property 
accounts up and down at frequent intervals as costs of 
replacement fluctuate’—“For this reason (in dealing 
with corrections of estimates and the treatment of items 
relating to the past which are either not discovered or 
not determined until later) and because the objective 
of bringing into each year all the items which strictly 
relate to its operation seems to me to be praiseworthy 
but unattainable, I am inclined to the alternative view 
that normally such items should be reflected in the in- 
come account of the year in which they are discovered” 
—and, finally, “It is apparent, first, that the interest 
of some groups is more direct and substantial than that 
of others, and, secondly, that some groups are better 
able than others to adjust accounts to fit their own re- 
quirements. In general, the individual stockholder has 
the most direct interest and is least qualified to make 
adjustments... .” 

One may well expect less uniform approval of other 
statements. One illustration should suffice. In discussion 
the disposition to be made of the charge resulting from 
the premature termination of the useful life of an asset, 
Mr. May states: “Obviously, it is, properly speaking, 
a charge against the income over the years of the useful 
life which has now come to an end. Since the accounts 
of those years are closed and done with, the loss must 
be dealt with in some other way; and the question 
arises, shall its character as a charge against income 
control, and the loss be charged against income even 
though it is in the wrong year, or shall its relationship 
to the past determine the treatment, and the loss be 
charged against the accumulated undistributed income? 

“Tt does not seem to me that it is possible to lay 
down any rule to be universally applied. In the case of a 
business employing a large number of property units, 
where such occurrences may be frequent, it may well be 
that the most appropriate disposition of the charge is to 
make it against current income. Where the unit retired 
is a relatively large proportion of the total investment, 
such a charge would obviously result in a distorted in- 
come account.” 

To this reviewer, the conclusion might well be stated 
differently. It is obvious that this charge should have 
been made against the income over the years of the use- 
ful life which has now come to an end. Since the ac- 
counts of those years are closed and done with, and 
since all charges must, in the nature of things, fall 
against the income of one or more fiscal periods, the 
charge in question, not having been made against in- 
come during the useful operating life of the asset must 


now be made against income in the year in which the 
asset life is terminated. Though the principle is un- 
changed, the point may be regarded as relatively unim- 
portant if the charge is relatively insignificant, but if 
the unit retired is a relatively large proportion of the 
total investment, it is essential that the charge be made 
against income in the period in which the asset is aban- 
doned in order to offset the obvious distortion of prior 
income accounts which were, after all, tentative in char- 
acter. 

The last lecture of the series is devoted to Practical 
Lines of Improvement in Financial Statements. Here, 
again, one finds expressions of opinion with which he is 
quick to agree or equally quick to disagree. Agree- 
ment seems apparent when Mr. May suggests: “The 
usefulness of financial accounts may be increased by 
improvements in either their substance or their form” 
—“accounting in respect to fixed assets must necessarily 
be in general based on cost”—“It should also be recog- 
nized that to a corporation its own capital stock can 
neither be an asset nor produce income”’—“I should 
emphasize, first, the importance of consistency in ac- 
counting from year to year, and, secondly, the desira- 
bility of disclosing any exceptional items in such a way 
that those who may deem appropriate some treatment 
of an item other than that adopted in the accounts may 
be enabled to make their own adjustments” and “If we 
stop to consider what the investor is really interested in, 
the paramount importance of the income account and of 
statements of quick assets and liabilities at once be- 
comes apparent, this importance resting on the simple 
ground that earning capacity and solvency are the most 
essential elements in commercial prosperity.” 

Unquestionably there are those who will not agree 
with Mr. May’s opinion that “financial accounts must 
always be largely a matter of convention, judgment, and 
opinion” (in the degree of significance which he appears 
to accord these factors) and who will continue to hope 
that accounting will develop procedural standards to a 
point where it can avoid those diverse methods of treat- 
ment of like situations in the accounts of business enter- 
prises which have continued to give rise to serious mis- 
conceptions, not only in the mind of the public, but also 
in the attitudes of business and financial leaders them- 
selves, to the end that impressively certified statements 
(to paraphrase Howard Greer) of corporation finances 
may be increasingly significant. 


The Position of the Public Accountant in Relation to Busi- 
ness and Government in Great Britain. Sir Laurence 
Halsey, 1937-1938. 

The Dickinson Lectures in Accounting in 1937-1938 
consist of two addresses by Sir Laurence Halsey, Part- 
ner, Price, Waterhouse & Co. of London. The title 
fairly describes the content of these papers. The lec- 
tures by Messrs. May and Paton are concerned prima- 
rily with “the improvement of accounting practice.” 
Professor Sanders, in his foreword to the volume, ex- 
presses the idea that “it may at first seem paradoxical 
that the lectures dealing with English practice appear 
to be less concerned with improvement in practice 
yet at the same time be able to portray a range of ac- 
tivities of the British accounting profession, and a place 
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jn economic society, which notably exceed the cor- 
responding achievements of the profession in America.” 
The American reader may well be impressed by the 
notable array of responsibilities placed upon the profes- 
sion in Great Britain and still experience definite dis- 
appointment that the discussion by Sir Laurence con- 
tains no information on the theoretical and procedural 
problems attending current British practice. It is inter- 
esting to learn, for example, that “In some industries 
wages vary according to sliding scales agreed between 
the trade unions and the associations of employers, 
which sliding scales depend either on the price of the 
product or on the profits of the business, and in these 
cases the figures supplied by or agreed between profes- 
sional accountants representing the employers, on the 
one side, and the employees, on the other, are accepted 
without question as the basis of calculating the wages. 
In this way the accountant plays his part in the pres- 
ervation of harmonious relations between employer and 
employee.” It would be more interesting to this reviewer 
to know whether British accounting practice is so 
formalized that the “employers’ accountants” and the 
“employees’ accountants” have no significant differ- 
ences of opinion as to the “proper” accounting for such 
matters as depreciation, patent amortization, stock 
dividends, redemption premiums on stock, the loss on 
the premature termination of plant life, and others of 
the myriad with which the American accountant ap- 
pears to be perpetually plagued; and, if significant dif- 
ferences do exist, what steps are being taken by our 
British colleagues to discover or develop principles or 
tules or theories on which such differences may be intel- 
ligently resolved. 

The first lecture is devoted to The Origin of the Pro- 
fession and Its Function in Relation to Limited Com- 
panies. There is an easy transition to the second lecture 
dealing with The Function of Public Accountants in 
Relation to Public Institutions, Private Individuals, 
and Government Departments. The following com- 
ments are little more than interesting side-lights in these 
papers which might well be read by all American prac- 
titioners, teachers, and others interested in the develop- 
ment of the accounting field. 

“The professional accountant’s services were found 
to be of value in the administration of both the bank- 
tuptcy and the company laws. . . .”—“The accountant 
came to play his part in the working of this legislation 
(Trade Union Acts) and in the collective bargaining ar- 
tangements which became possible as a result of it.”— 
“Steps were therefore taken to regulate the charges and 
profits of such undertakings (building societies, retail 
cojperatives, mutual benefit societies, etc.) and to pro- 
cure publicity for and insist upon the audit of their 
accounts as one of the best means of checking malprac- 
tice."— “ . . . after a disastrous bank failure in Glasgow 
in 1874 the accounts of all banks, other than the Bank of 
England, had to be audited and a copy of the audited 
balance sheet hung in the bank to show that it was sol- 
vent.”—“In Great Britain, the professional accountant 
is an essential part of the machinery for raising capital 
by public subscription for business.”— “ . . . and for the 
last seventy years it has not been necessary for an audi- 
tor to be a shareholder; the result is that the auditors 


of the great railways have for many years been profes- 
sional accountants. . . .” 

There appear numerous other interesting examples 
of the public accountant’s participation in the economic 
life of the country; his connection with public utilities, 
with social welfare organizations; his services in connec- 
tion with tax legislation and on various government 
committees. At the present time, the accountant’s par- 
ticipation in certain matters is prescribed by law but 
Sir Laurence is of the opinion that until relatively recent 
years the development of accounting was “a growth not 
greatly fostered by any direct government action, but 
rather induced by a gradual recognition by the public— 
and later by governmental departments—of the utility 
of the qualifications possessed by its practitioners.” 

Not the least interesting observation is this: “The 
practicing chartered accountant is not permitted to 
carry on any other business or profession.” 


Recent and Prospective Developments in Accounting The- 
ory. William A. Paton, 1939-1940. 


In the third series of the Dickinson Lectures there is a 
return to the major problem of the development of ac- 
counting theory and procedure. To his task Professor 
Paton has brought the vitality and lucidity for which 
he has long been widely known. To summarize, digest, 
or outline his remarks would require a paper substan- 
tially comparable to the lectures under review. This re- 
viewer regards his assignment as far less comprehensive. 

Professor Paton’s remarks appear under four major 
headings: 

The Focus of Accounting 
Measurement of Performance 
The Period of Reckoning 
Costs and Values 

In the Preliminary Considerations are found two or 
three items of considerable import. Accounting is defined 
as “a synthesis of concepts, rules, and techniques de- 
signed to facilitate understanding and control of eco- - 
nomic activity.... Accounting tries to measure eco- 
nomic forces in financial terms and to communicate the 
results of such measurement to interested parties.” “Ac- 
counting theory is the core of the propositions, doctrines, 
and policies distilled from an appraisal of the purposes 
of accounting, an examination of the milieu in which ac- 
counting has its being, and a critical analysis of the 
nature of accounting practice.” What might be termed 
the Touch Patonesque appears in his insistence that the- 
ory and practice are not in opposition, that “theory is 
both an analysis of practice and framework for prac- 
tice,” that “Theory is in large measure the product of 
practice and at the same time the post to which practice 
is tethered (although sometimes by a very long rope).” 

Not the least of Professor Paton’s contributions is his 
outline of the hallmarks of good theory—“characterized 
by clarity and orderliness; it should be schematic, have 
pattern,”—“in harmony with observable, objective 
factors and conditions in their basic relations,”—“a 
closely related criterion is the flavor of impartiality,”— 
“finally, in a purposive field like accounting there should 
be in theory just a tincture of forward-looking, a trace 
of policy forming, a bit of leaven for the load of prac- 
tice.” Too much of the recent writing in accounting has 


4 4 

e 

n- 
m- 

if 

e 
ude 
an- 

ior 
ar- 
cal 

Te, 

is 

ee- 
The 

by 
m” 
rily 

0g- 
uld 

ac- 
ira- 
way 

ent 
nay 

we 

in, 
d of 

be- 

ple 
nost 
gree 

ust 

and 

ears 
lope 
to a 

eat- 
ter- 
mis- 

also 
em- 
ents 
nces 
3 usi- 
ence 

1938 
Part- 

title 

lec- 

ima- 

ice.” 

, ex- 
xical 
> and 
ac- 
place 


216 The Accounting Review 


been in large measure unmarked by these essentials. 

In The Focus of Accounting there is a reaffirmation 
of the author’s support of the “business-entity concept 
of accounting,” but there is the admonition that ac- 
countants should not close their minds to alternatives. 
The corporation may be a legalistic monstrosity without 
particular accounting significance while a branch, de- 
partment, subsidiary company or other unit “may have 
more vitality and significance in certain connections 
than the company viewed as a whole.” On the contrary 
one finds circumstances in which the corporation is far 
more significant as a semipublic institution than as a 
legal entity. The author urges further attention for de- 
partmental reports, for the changes likely to follow the 
“amazingly rapid strides toward complete governmental 
control of business.” 

The lecture dealing with Measurement of Perform- 
ance contains an interesting array of moot questions. 
Minor emphasis is accorded the revenue side of the 
problem with Professor Paton’s departure from the ac- 
cepted measurement of revenue “by the volume of 
sales” only long enough to contend that a good case may 
be built up for recognizing revenue in terms of collec- 
tions from customers. Not even momentarily does he 
associate revenue with the classical “lucky buy’! His 
discussion of the left-hand side of the picture is a well- 
ordered presentation of many of the major problems of 
asset recording and cost allocation, with sound warnings 
against several types of cost favoritism: class favorit- 
ism, department favoritism, and period favoritism. No 
attempt will be made here to present a Reader’s Digest 
version of the interesting details of this or the subse- 
quent lectures. 

The lecture on The Period of Reckoning is built pri- 
marily around two phenomena, the increase in the use of 
short-term statements and the tendency of business to- 
ward stabilizing or “smoothing” the income curve. To 
offset the weaknesses inherent in short-term statements 
Professor Paton advocates a procedure of “‘supplement- 
ing the annual reports” rather than “doctoring them” 
and points out that greater use should be made of com- 
parative, cumulative, and average income statements 
together with further use of well-arranged statements 
of funds. There is an excellent discussion of “‘self-insur- 
ance.” An outline of his objections to the “last-in, first- 
out” panacea is superior to any advocacy of LIFO 
which has come to the attention of this reviewer. 

The concluding lecture, Costs and Values, reiterates 
much of Professor Paton’s earlier pronouncements on 
this subject. Attention is given to stabilized accounting, 
plant valuations, and the accounting problems inherent 
in the attempt to introduce into the accounts “values” 
other than costs. 

There are two fallacies which may serve to introduce 
a conclusion: (1) Accounting teachers are never without 
time for reading and (2) Accounting practitioners rarely 
work between March 15th and the following fall. On 
firmer ground is the suggestion that any accountant, 
teacher, or practitioner, who finds himself possessed at 
once of the time and the ability to read should place 
these lectures near the top of his “‘must” list. 

Smpney G. WINTER 


University of Iowa 


Surplus and Dividends. Henry Rand Hatfield. (Cam- 
bridge: Harvard University Press, 1943. Pp. x, 48, 
$1.00). 


Professor Hatfield’s material on Surplus and Dipj- 
dends, originally presented as the Dickinson Lectures in 
Accounting, 1941-1942, at the Graduate School of Busi- 
ness Administration, Harvard University, is a worthy 
contribution to accounting thinking. Professor Hatfield 
has assembled various, and frequently contradictory, 
conclusions both as to the nature of surplus and divi- 
dends and as to accounting practices relative thereto, 
The attitudes of the authorities in the field are arrayed 
against each other, aligned with Professor Hattfield’s 
own attitude, or his attitude opposed to theirs. One can- 
not read this material without being impressed with the 
gaps that exist between the thinking of the authorities, 
as well as with the need for constructive education re- 
specting the fundamental purposes of accounting, its 
basic concepts, and its relation to other fields. 

Much of the disagreement in Accounting which Pro- 
fessor Hatfield casts up may be traced to the lack of 
acceptance of uniform fundamental concepts—a state of 
affairs which is probably to be expected, since both 
philosophy and art exercise their respective influences 
and the related fields of endeavor naturally color the 
varying approaches to the subject. It is easy to under- 
stand, therefore, why Professor Hatfield found so many 
things to challenge. Professor Hatfield’s definitions and 
conclusions deserve the serious contemplation of ac- 
countants. Illustrative of these are the following: 

“In the technical accounting jargon, capital is a 
credit account, denoting proprietorship, while capital 
assets are debits—indicating something owned—and 
never the twain shall meet.” (p. 3) 

“Just as capital to the accountant is a mathematical 
limitation rather than a fund of assets, so surplus, to 
the accountant, is a mathematical measure, if not a 
limitation, rather than the excess assets.” (p. 8) 

“Accounting is not at all, or only incidentally and in 
subsidiary records, concerned with weight or superfices 
or number, but only with values, i.e., the number of 
monetary units attributed to the item.” (p. 36) 

“The significance of corporate capital is in connec- 
tion with the generally found limited liability of the 
stockholders of a corporation, in contrast to the un- 
limited liability of the several partners . . . to offset the 
disadvantage of being unable to hold the individual 
stockholders liable for debts the latter, unlike the in- 
dividual trader or the partners, must be restricted as to 
the amount which they could legally withdraw from the 
enterprise.” (p. 4) 

“Paid-in surplus may be looked upon as a buffer to 
absorb losses so that unless the total losses exceed the 
amount of the paid-in surplus, there will be no impair- 
ment of stated capital.” (p. 4) 

“The accountant is not concerned with the foolish- 
ness of a transaction but whether the transaction took 
place.” (p. 12) 

The above indicate quite adequately that Professor 
Hatfield sees clearly the difference between the signifi- 
cance of assets and the significance of equities; that ac- 
counting is not management but that the accountant’s 
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task, specifically, is to prepare the record and to submit 
statements drawn from the records; that corporate 
proprietary procedures are to a certain extent adapta- 
tions designed to exhibit legal relationships; and that 
managerial freedom may legitimately require the ac- 
countant to record a considerable portion of the invest- 
ment contribution in accounts other than those exhibit- 
ing the {ull legal restriction. These things are of great 
importance—in the first instance to accounting theory, 
in the second instance to accounting procedure. They 
are starting points, concepts, which must be kept in 
mind in developing the accounting philosophical struc- 
ture. 

Professor Hatfield’s disposal of the arguments fre- 
quently advanced against the recognition of apprecia- 
tion is also worthy of commendation. The following sam- 
ple is representative. “It is,” he states, “not consistent 
to object to showing appreciation, say of real estate, and 
to allow it merely because the assets are greater in size, 
as the trees, or in number in the case of the increase of a 
flock.” (p. 37), since “‘ . . . it is inconsistent to show an 
increase in value if accounting is concerned only with 
costs, and illogical to argue that the increase in market 
value, due to increased bulk, is different from an increase 
due to an increased demand for paper pulp.” (p. 36) 
And again—“ . . . advocates of the theory that cost is 
the basis of all accounting . . . must perform intellec- 
tual gymnastics to argue that the cost of a given mining 
property has changed because unanticipated resources 
are discovered.” (p. 37) 

Indefensible conclusions as to the disposition of the 
credit recorded when appreciation is recognized are ac- 
corded similar treatment. The argument, for instance, 
that “when appreciation is first recorded it represents 
capital surplus, but that by a strange metamorphosis 
when the asset is sold it becomes earned surplus” is 
countered with: “Can the Ethiopian change his skin, or 
the leopard his spots?” (p. 42) Professor Hatfield’s own 
conclusion is that “... the preferable procedure is to 
show the increase in net worth in a special subdivision of 
surplus which may well bear the descriptive title Sur- 
plus Arising from the Revaluation of Assets, or more 
simply, Revaluation Surplus, or Appraisal Surplus. The 
reader of the balance sheet is by this warned that the 
item does not represent ordinary earnings, but is left 
uninstructed as to whether it approximates premium on 
stock. He should infer, as S. J. Broad says, it represents 
an increment and thus has the nature of profit, rather 
than capital.” (p. 43) 

It is to be regretted that Professor Hatfield did not 
emphasize the fact that much of the confusion respect- 
ing the appreciation credit arises from the switching of 
theories and the hesitancy to apply the economic prin- 
ciple to the right-hand as well as to the left-hand side of 
the balance sheet. If the accountant departs from the 
cost thesis and recognizes appreciation, the credit is 
equally as representative of economic income as the 
debit is of economic value. Economically, the income in- 
volved should therefore be earmarked as a portion of 
earned or income surplus. 

Turning from the positive one notes that Professor 
Hatfield himself appears to be guilty, in two or three 


spots, of errors similar to those that he marshalls from 
others. He states, “In this country accountants have 
considered that impaired capital must be made good be- 
fore dividends may be paid, and this is rather generally 
implied in corporation laws of the several states” (p. 
26). This may be good policy, although there are situa- 
tions in which it is justly subject to question. But how 
should the impaired capital be made good? Out of future 
earnings? If this be so, then the earnings out of which 
the impairment is to be made good must be earnings. 
This would appear to be self-evident, but on the same 
page Professor Hatfield states that “If one disregards 
legal regulations (yet Professor Hatfield bases his whole 
argument respecting the nature of capital upon legal 
regulations)* and views the problem in its accounting 
aspects, the argument seems against recognizing profit 
despite previous deficit. Certainly it may be argued that 
if a corporation has incurred a deficit of $10,000 and 
in the next period makes a gain of $1,000, it is not cor- 
rect to say there has been any net profit. The corpora- 
tion has $9,000 less net assets than at the beginning. 
Surely there are no net earnings. Whether a dividend is 
permissible is a matter determined by statute. But to 
interpret a dividend, paid when there is an operating 
deficit, as a distribution of profits is an accounting ab- 
surdity. And, as has frequently been pointed out, a con- 
tinuing policy of so doing in a business with alternating 
periods of prosperity and depression, might conceivably 
result in a gradual elimination of all the contributed 
capital while dividends had been paid, say in alternating 
years, throughout the decadence and destruction of the 
enterprise.” What of it? Professor Hatfield has stated 
(p. 12) that “The accountant is not concerned with the 
foolishness of a transaction but whether the transaction 
took place.” How does the destruction of capital by 
losses in poor years prove that dividends paid in good 
years are not distributions of profit? Why is it an ac- 
counting absurdity to speak of the $1,000 earned in the 
second year of Professor Hatfield’s illustration as net 
profit? The income statement so designates it. The oper- 
ations of the second period were conducted with less 
capital than were the operations of the first period and 
as such there was returned a net gain. To an individual 
who purchased stock in the corporation subsequent to 
the incurrence of the deficit and at a price conditioned 
thereby, a dividend distributed from the $1,000 of 
earnings could represent nothing but profit. To conclude 
that as a matter of policy the net gain should be re- 
tained for the purpose of repairing the impaired capital 
may be proper—although it is not within the accounting 
sphere to make this decision—but to deny that there is 
an accounting net profit is something entirely different. 
On page 27 Professor Hatfield, in connection with a 
different situation, states that “... it is clear that a 
payment from the earnings of the year is not paid out 
of the contributed capital.” Then why does not such a 
payment represent net profit? Simply because Professor 
Hatfield’s thinking, consciously or unconsciously, as- 
sumes a whole-life viewpoint rather than a fiscal-period 
viewpoint. The net profit of the income statement is 
not the net profit of the balance sheet—the latter can 


1 Supplied by the reviewer. 


48. 
Divi- 
es in 
3usi- 
rthy 

field 

ory, 

ivi- 

eto. 
ayed 
eld’s 
can- 
1 the 

ties, 

re- 
its 
Pro- 
k of 
te of 

oth 
nces 

the 

der- | 
any 

and 

ac- | 
is a 
pital 

and 
tical 
3, to | 
ta 

din 

neces 
of 
nec- 

the 

un- 

the 
dual 

in- 

s to 

the 

r to 

the 
air- 

ish- 

ook : 

ifi- 

ac- 
nt’s 


218 


be determined only by securing the algebraic sum of the 
fiscal-period gains and losses. From the accounting 
standpoint the fundamental issue is whether net profit 
should be determined from a whole-life or a fiscal-period 
viewpoint. If the former is to govern, it would surely 
seem that income-statement revisions are in order. This, 
it should be noted, the Tentative Statement of Accounting 
Principles, prepared by the American Accounting Asso- 
ciation, proposes and would, on Professor Hatfield’s 
basis, appear to deserve more than the “faint praise” 
that he appears to give it (pp. 15-18). 

One wonders what Professor Hatfield’s position 
would have been had his illustrative corporation pos- 
sessed a “capital” surplus against which the deficit of 
the first year could have been charged. Would the $1,000 
profit of the second year have represented a net profit 
and would it have been reasonable to interpret the dis- 
tribution of a dividend charged against this profit as a 
“distribution of net profits,” or would such an inter- 
pretation still be an “accounting absurdity”? The cor- 
poration, similarly, would have had less net assets than 
when it began, less net assets than contributed by the 
stockholders. It would seem, therefore, that it would 
have been as much of an “accounting absurdity” in the 
one case as in the other. This would appear to lend sup- 
port to the thesis that premium on stock—capital sur- 
plus—is accounting capital rather than accounting 
surplus. Professor Hatfield declares it to be legal surplus 
but that begs the accounting question. There should be 
consistency—either the accounting or the legal view 
should govern both cases. Professor Hatfield appears to 
shift from the legal base in the one case to the account- 
ing base in the other. 

In discussing the propriety of recognizing apprecia- 
tion Professor Hatfield states that “... it is neither 
axiomatic nor true that in everyday practice account- 
ants refrain from marking up assets. The irrefutable 
proof is found in probably universally sanctioned treat- 
ment of a discounted note receivable. If a noninterest- 
bearing note of $1,000 is discounted for $970, I think no 
accountant denies the propriety of inventorying the 
note three months later at $985....To mark it up 
from $970 to $985 is indisputably the showing that the 
particular asset is worth $15 more than when first ac- 
quired. It is immaterial that there is a specific contract 
and hence a difference between the note and a certificate 
of stock. If it is legitimate to recognize the increase in 
value due to the approaching maturity, there needs be 
some specific reason given for not recognizing some 
other increase in value, caused by industrial or market 
conditions. .. . If the argument were sound (which it 
is not) that the appreciation of the discounted note may 
be recognized because it contains a definite promise, the 
element which justifies appreciation should be certainty 
of value, not its legal character. But is it certain that the 
note on December 31 is really worth $985. Does one 
know that it will be surely paid April 1? Does one know 
that the maker will not be bankrupt and unable or un- 
willing to pay the note?” (Pp. 34and 35.) Professor Hat- 
field ignores one or two important points. Support for 
appreciation, or value, must be found in the market. 
Support for the increased “recorded worth” of the note 
is found in the contract and in accounting assumptions. 
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The statement “To mark it (the note) up from $970 to 
$985 is indisputably the showing that the particular 
asset is worth $15 more than when first acquired” hag 
special meaning from the accounting and contract 
points of view; it is not necessarily true from the market 
point of view. A change in the market rate of interest 
subsequent to the origin of the note may cause the note 
to be worth more or less than $985 on the market, after 
three months had elapsed. Still it is not usually sug. 
gested that this economic or market difference be recog. 
nized. It is the accounting difference that concerns the 
accountant and thus it is hardly true that “‘It is imma- 
terial that there is a specific contract .. . .” This seems 
to indicate a basic difference between the case for recog- 
nizing the “increased accounting worth” of a discounted 
note and the case for recognizing the increased market 
worth of other assets. From the accounting standpoint 
it may be assumed that a non-interest bearing-dis- 
counted note is the same as an interest-bearing note, 
except for the manner of drawing the contract and com- 
puting the interest. The fundamental economic ends 
sought are the same. From the income-point of view the 
recognition of the accrued interest receivable (and such 
it would appear to be in spite of the absence of its con- 
tract designation as such) is necessary in order that the 
income earned by the waiting service rendered may be 
recorded. The increased accounting value of the non- 
interest-bearing note subsequent to its origin is best 
interpreted as resulting from the pro-rating of an 
amount made definite by contract which covers services 
rendered,? and which in all probability will be collected. 
The procedure is an integral part of the accrual thesis 
and is closely allied to the recognition of income upon 
the basis of outstanding accounts receivable. In neither 
the case of the accrual sale nor the case of the accrual 
interest is it certain that the receivable will be collected. 
If the lack of absolute certainty were a true obstacle the 
accountant would of necessity be compelled to deny the 
whole accrual procedure. The fundamental points at 
issue are whether the increased accounting value which 
comes into being in the case of a non-interest-bearing 
note has the same support as appreciation, whether serv- 
ices have been rendered in both cases, whether both are 
crystallized by contract, actual or implied, and whether 
the certainty of collection is at least equal to that as- 
sumed for the usual account receivable. 

On page 46, Professor Hatfield states that “From the 
accounting point of view there is no material difference 
between a written promise to pay a dividend eighteen 
months later, and a book entry to the effect that such a 
dividend is to be paid in cash. In either case the actual 
payment of cash is not a payment of the dividend but 
rather the payment of a debt . . . .” It would appear to 
follow that if a dividend is to be paid—Professor Hat- 
field repeatedly speaks of the payment of a dividend— 
and it is not paid when the cash is disbursed, it must be 
paid at the date of declaration or the date of record. 
But if it is paid at such date why is the cash disbursed 
later? Or can it be that the disbursement of the cash is 


* Note that on p. 42, Professor Hatfield states that 
accrued interest is earned. 
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both the payment of a debt and the payment of a div- 
jdend? Or perhaps dividends are never paid. 

As Professor Hatfield has demonstrated, there is 
much confusion and much contradiction in accounting 
thinking. Many of those who have been guilty of literal 
misstatement, however, have been striving for a better 

ilosophical accounting foundation. Their error lies in 
their failure to redefine their terms properly or to limit 
their statements properly. Professor Hatfield classifies 
premium on stock as surplus, and according to his 
definition it must be granted to be such. Capital, Pro- 
fessor Hatfield limits to that which is so defined legally. 
Those who classify premium as capital are indicted, 
apparently. But why should the legal and accounting 
concepts of capital be the same? Does not both that 
which is designated as capital legally and that which is 
designated as premium usually represent investment— 
stockholders’ contribution? And if so, should not both 
be classified similarly, accountingly, even though sub- 
classification may be desirable for service purposes? Ac- 
counting is caught between the law and economics. 
Inall cases the decision, if at all possible, should be an 
accounting decision—not necessarily dictated by either 
the law or economics. The accountant’s task is to build 
his own structure. If this can be done through the aid 
of terms used differently, perhaps, in other fields, well 
and good; if not, other terms should be substituted. It 
is the concept and purpose that should govern rather 
than the rigidity of terminology. 

Similarly, much of Professor Hatfield’s discussion as 
to whether dividends can or should be charged to prem- 
jum on stock appears to rest on a dual accounting and 
legal use of the term. Those who contend that dividends 
should not be so charged seem to believe that a dividend, 
accountingly, is a “distribution of profits.” Professor 
Hatfield, who appears to use the term dividend to cover 
any legal distribution to stockholders, whether “‘liquid- 
ating” or “earned,” holds that they may be so charged. 
Reconciliation may be accomplished by redefining the 
term dividend, accountingly, or by eliminating it en- 
tirely and substituting a new term. 

Professor Hatfield has rendered a distinct service to 
accounting in casting up the differences, the contradic- 
tions, the misunderstandings which accounting litera- 
ture expresses on the subjects of surplus and dividends. 
There remains, however, a necessity to build the new 
as something distinctly accounting, a necessity to con- 
solidate the evidences of that development that have 
appeared in various places. Professor Hatfield’s failure 
to draw, uniformly, accounting rather than legal and 
economic conclusions is, perhaps, the one weakness of 
the material. 

Grorcre R. HusBAND 

Wayne University 


Accounting in the Administration of Large Business 
Enter prises. Charles A. Heiss. (Cambridge: Harvard 
University Press, 1943. Pp. 68. $1.25.) 


Mr. Charles A. Heiss is the first of the Dickinson 
lecturers to be selected from the field of private indus- 
try, but as such he has continued brilliantly the high 
standards established by his predecessors from the pub- 
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lic accounting and academic fields. His remarks are a 
gratifying demonstration of the fact that a broad per- 
spective and a philosophical assaying of accounting are 
not confined to those who are not concerned about its 
immediate “practical” aspects. 

Mr. Heiss’ subject is Accounting in the Administra- 
tion of Large Business Enterprises, treated “in the 
main, from the viewpoint of the student who seeks in- 
formation regarding the work and responsibilities of the 
‘administrative accountaat’.” He develops his subject 
against a background of a generation of service with the 
American Telephone & Telegraph Company, including 
twenty-two years as comptroller during a period when 
accounting problems confronting business were multi- 
plying and ramifying at an unprecedented rate. The 
choice of subject is a fortunate one, for administrative 
accounting problems are continuing to increase in num- 
ber and complexity, and the approach to the subject is 
equally fortunate, for never was there more imperative 
need to enlist the talents of capable young men, and 
women, in the solution of those problems. 

Mr. Heiss expresses his appreciation of the value of 
sound accounting theory and the importance of the 
work of the independent professional accountant in 
developing and buttressing the work of the administra- 
tive accountant, but, as he says, “the actual per- 
formance of the accounting presents the prime under- 
taking” and it is to that performance that he devotes 
the major portion of his remarks. The responsibilities 
of the administrative accountant for the integrity of the 
accounts are well defined, as is the function of account- 
ing in business, with particular stress on the importance 
to the administrative accountant of familiarity with the 
technical conditions of the branch of industry of which 
his undertaking is a part. It is pointed out that no ac- 
counting department attains its greatest usefulness un- 
til it becomes a fact-analyzing and fact-interpreting 
organization, but Mr. Heiss confesses that there are 
limitations in accounting statements, and suggests 
that an important function of the administrative ac- 
countant is to call attention to them if they exist. 

His extended service in a business subject to close 
governmental regulation has made Mr. Heiss well quali- 
fied to speak of administrative accounting as affected 
by governmental requirements, which he does with fair- 
ness and intelligence. At a time when the demands of 
government are becoming more and more exacting, and 
costly, it is encouraging to find a business man who sees 
so much that is constructive and helpful in governmen- 
tal regulation, and who is sincerely hopeful that “we 
may reasonably expect that government representa- 
tives will be liberal and constructive in the formulation 
and interpretation of their instructions.” At the same 
time, he admits that accounting systems made effective 
by government have not been imposed primarily to 
meet the internal administrative needs of the com- 
panies regulated. It is Mr. Heiss’ opinion that the es- 
tablishment cf such systems involves a vital change in 
the attitude of the chief accounting officer toward the 
accounts of his company. 

The necessity for internal audits and verifications to 
assure the administrative accountant that his results 
are correct is brought out, with the suggestion that a 
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primary consideration is the degree of assurance which 
is essential. The strategic position which the adminis- 
trative accountant occupies in a modern enterprise is 
convincingly presented. The qualifications which the 
accountant must have to assure himself that strategic 
position are also well set forth. 

Mr. Heiss emphasizes the importance of the special 
work which a well organized accounting department 
should be prepared to do, particularly statistical activi- 
ties. The importance of statistics and the correlation of 
accounting and statistics receive appropriate considera- 
tion, with special recognition to the value of graphic 
presentation. An informative illustration of the use of 
statistics is given in relation to the actuarial problems 
surrounding a pension plan. 

Other informative illustrations of the problems con- 
fronting the administrative accountant relate to de- 
preciation and to the development of systems and pro- 
cedures, including some valuable criteria to be employed 
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in determining the advantages to be derived from me. 
chanical accounting equipment. 

The value of budgets and budgetary control is com. 
mended, but not without admonition as to their limita. 
tions and as to the need for flexibility and continual re- 
adjustment. 

Mr. Heiss has contributed to accounting literature 
an interesting and inclusive summation of administra- 
tive accounting as it exists today at its best, and holds 
forth an attractive picture of its future as a growing 
social science. In his own words, “the administrative ac- 
countant must let his mind be bold” and, as a vital 
adjunct of business management, “‘must assume a three- 
fold responsibility and recognize the fact—that it is a 
professional trustee acting in the joint interests of 
owners, workers, and customers.” 

Geo. D. Banry 

Detroit 


Kon 
gart 
slate 
Pr 
Vi 
E 
Se 
D 
I 
Cor 
by 
slat 
fav 
thr 
Lit 
lain 
for 
are 
an 
Th 
sit 
ha’ 
ple 
wa 


ASSOCIATION REPORTS FOR 
THE YEAR 1943 


ELECTION OF OFFICERS 


ing of H. T. Chamberlain, chairman, 

and Messrs Elwell, Himmelblau, 
Konler, Paton, Scovill, Stevenson, Tag- 
gart, Winter, recommended the following 
slate to the membership: 


Te: nominating committee, consist- 


President: 
Carman G. Blough, War Production Board, 
Contract Review Branch 
Vice Presidents: 
Thomas W. Leland, Texas A. & M. College 
Charles J. Rowland, Pennsylvania State 
College 
Leo A. Schmidt, Harvard Graduate School of 
Business Administration 
Editorial Board: 
Stephen Gilman, International Accountants 
Society 
A. C. Littleton, University of Illinois 
C. Rufus Rorem, American Hospital Associ- 
ation 
Secretary-Treasurer: 
Geoffrey Carmichael, Indiana University. 
Director of Research: 
Robert L. Dixon, Jr., University of Michigan 


By authorization of the Executive 
Committee, members were asked to vote 
by mail ballot for or against the entire 
slate. The vote was 712 favorable, 3 un- 
favorable. The above, together with the 
three immediate past presidents, A. C. 
Littleton, H. F. Taggart, H. T. Chamber- 
lain, constitute the Executive Committee 
for the year 1944. 


A MESSAGE FROM THE PRESIDENT 


Educational institutions and programs 
are all being subjected to special stresses 
and difficult restrictions during the war. 
The programs of most colleges and univer- 
sities in fields customarily followed by men 
have had to be materially curtailed or com- 
pletely eliminated. At the same time, the 
war has brought increased needs for the 


services of accountants, both public and 
private, and at the same time has severely 
reduced the necessary personnel to meet 
such needs. These are challenges to the 
members of this Association for the policies 
that are developed under present condi- 
tions will seriously affect the future of ac- 
counting education and practice. We who 
have not been called to the field of battle 
owe it to the members of our profession in 
the armed forces, to maintain sound poli- 
cies and procedures both in education and 
in practice so that when they return, they 
may find that their chosen field of endeavor 
has been put in shape to deal construc- 
tively and effectively with the many seri- 
ous problems of adjustment that will face 
us all at that time. 

I undertake the task of guiding the poli- 
cies of the American Accounting Associa- 
tion during the coming year with consider- 
able trepidation and I bespeak for myself 
the backing and assistance that have here- 
tofore been given to my predecessors. I 
have no doubt that it is the wish of each 
member that the Association shall develop 
and strengthen during this period, but it 
will require strong efforts on the part of 
each of us to bring this about. We are all 
much concerned with the problems of our 
daily employment, but I trust the impor- 
tance of the work of the Association and its 
impact on the broad problems of war and 
post-war business will be recognized and 
the necessary time taken to suggest, assist 
and strengthen the development of an ef- 
fective program for the coming year. 

CarMAN G. BLOoUGH 


REPORT OF COMMITTEE ON MONOGRAPHS 


The work of the Committee on Mono- 
graphs during the year has been devoted 
primarily to two projects. The first con- 


com- 
limita- 
ual re- 
rature 
nistra- 
| holds 
owing 
ive ac- 
2 vital 
three- 
it isa 
sts of 

| 
‘ 


222 The Accounting Review 


sisted of preparing a compilation of the 
releases and pronouncements on account- 
ing matters issued by the Securities and 
Exchange Commission, the Committee on 
Accounting Procedure and the Committee 
on Auditing Procedure of the American 
Institute of Accountants, the Executive 
Committee of the American Accounting 
Association, and the Committee on 
Stock List of the New York Stock Ex- 
change, for the purpose of reprinting in 
one convenient volume. The work of edit- 
ing the S.E.C. material for this purpose 
was done by Mr. W. W. Werntz, chief ac- 
countant of the Commission. The second 
project was the preparation of a mono- 
graph on the principles of consolidated 
statements. This monograph was written 
by Dr. Maurice Moonitz of Stanford Uni- 
versity, and was reviewed and approved 
for publication by the Committee. 

Unfortunately the paper shortage has 
delayed publication of the results of these 
two projects. It is hoped that it will be 
possible to proceed with publication in the 
near future. 

The Committee has also given some at- 
tention to two or three other projects 
and manuscripts, but without taking any 
definite action. 

GrorcE D. BAILEY 
STEPHEN GILMAN 
A. Paton, Chairman 


REPORT ON THE ACCOUNTING REVIEW 


Policies. The plan under consideration 
for some time of giving fifty reprints to 
each contributor has been put into effect. 
A strong effort is to be made to mail each 
issue early in the scheduled month. Variety 
in the topics is desired. A number of people 
have consented to act as associate editors; 
their work and that of the department 
editors has been very helpful. 

War. Several effects are evident. Limi- 
tations have been placed on available 


paper; total annual pages may be less than 
before, but we can count on enough paper 
for close to one hundred pages of text 
quarterly. Inexperienced and insufficient 
help has slowed down the printers; it now 
is usually six weeks from copy to mailing, 
Advertising still holds up—48} pages in 
1943 compared to 494 pages in 1942. 

Departments. There are fewer books for 
review now than formerly. But CPA ex. 
aminations go on as usual and so does the 
examination department, although the 
new copy dates put its editor under pres- 
sure at times. A section has been called 
“Association Reports”; it is available to 
officers and committees as an avenue of 
communication with the members. Numer- 
ous favorable comments have been re- 
ceived about the series called ‘‘Represent- 
ative College Programs,” which is not yet 
complete. The columns of the Accounting 
Exchange have been used, not with the 
intention of editorializing, but with the 
hope that ideas put forward in this manner 
would constitute an open invitation to con- 
tributors to offer their discussion, criticism, 
or protest. 

Articles. In the four issues, April, July, 
October, 1943, and January, 1944, there 
are forty-five articles. Of these twelve 
came by the contributor’s own initiative; 
eleven originated in the regional programs 
of 1943 (with some left over for later 
numbers). The remaining twenty-two 
came as the result of personal solicitation 
by editors and others. 

Single copy orders for the ACCOUNTING 
REvrEw have sometimes been noticeably 
heavy. Permission has been granted to re- 
publish David R. Anderson’s paper in The 
Controller ; and a distribution is being made 
of 10,000 reprints of the paper by K. Y. 
Siddall. We have entered upon exchange 
relations with a number of state socie- 
ties and public accounting firms which 
publish periodicals; mention is often 
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made in those publications of articles in 
the ACCOUNTING REVIEW. 
Editorial Board 
H. T. CHAMBERLAIN 
A. C. LittLeton 
C. Rurus Rorem 


SIX REGIONAL PROGRAMS 


Between June and December six re- 
gional programs were set up in the name of 
the American Accounting Association. At 
the usual sessions the average attendance 
was between 40 and 50 people; at some of 
the banquet sessions the number was much 
larger; in St. Louis, for example, where the 
President of the American Institute of 
Accountants was the speaker, attendance 
was about two hundred. 

In the six meetings, twenty-eight papers 
were read and five round tables or panel 
discussions were conducted. 

A fine spirit of cooperation was evident 
throughout between teachers and various 
groups of practitioners, including state so- 
cieties of CPA’s, local NACA chapters, 
chapters in the Controllers Institute, and 
the American Institute of Accountants. 
The teachers particularly were pleased, for 
they met so many practitioners. 

The Association is especially apprecia- 
tive of the services rendered by the people 
who planned and conducted the several 
programs and for the assistance rendered 
by the neighboring schools and faculty. 
The chairmen were as follows: 


New Orleans, Professor Paul C. Taylor, Tulane 
University 

Cincinnati, Professor Russell S. Willcox, Ohio 
State University 

Boston, Professor Ross G. Walker, Harvard 
Graduate School of Business Administration 

Chicago, Professor A. C. Littleton, University 
of Illinois 

St. Louis, Professor John J. Lang, St. Louis 
University 

Berkeley, Professor Perry Mason, University of 
California 


The several programs are outlined be- 
low. 


NEw ORLEANS, JUNE 26, 1943 
Morning Program 

Presiding: L. J. Buchan, Dean, College 
of Commerce and Business Administra- 
tion, Tulane University. 

Papers: “Differential Costs’ by Pro- 
fessor Earl A. Saliers, Louisiana State Uni- 
versity. 

“Graphic Analysis of Costs” by Pro- 
fessor L. F. Brush, Louisiana State Uni- 
versity. 

“The Service the CPA Can Render” by 
Thomas A. Williams, of F. W. Lafrentz 
& Co., New Orleans. 


Luncheon 


“A Toast to Professional Accountants,” 
Professor William Carr, Loyola Univer- 
sity. 

Afternoon Program 

Presiding: Edward Rittler, of Moses, 
Rittler and Dienes, New Orleans. 

Papers: “The CPA Examination” by 
Dick Quinn, of Dick D. Quinn & Co., 
Jackson, Mississippi. 

“The Profit and Loss Statement: recent 
trends as to form, function and interpreta- 
tion” by Professor Arnold W. Johnson, 
Tulane University. 

“Accounting Practice under the Securi- 
ties Act of 1933” by Harry John Williams, 
of Peat, Marwick, Mitchell & Co., New 
Orleans. 


CINCINNATI, SEPTEMBER 16, 1943 


Joint Meeting with the Ohio Society of 
Certified Public Accountants 


Morning Program 


Presiding: Raymond E. Glos, Dean, 
School of Business Administration, Miami 
University, Oxford, Ohio. 
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Round Table: “Some of the Wartime 
Problems we are Facing in the Classrooms 
and Postwar Changes in Accounting and 
Business Programs.” Leader: John F. 
Sherwood of Southwestern Publishing Co. 


Luncheon 
Afternoon Program 


Presiding: Professor Arthur W. Holmes, 
University of Cincinnati. 

Round Table: “Some of Industry’s Post- 
war Problems and the Outlook for the 
Future.” Leader: K. Y. Siddall, Controller, 
Procter & Gamble Co., Cincinnati. 


SEPTEMBER 30, 1943 
Morning Program 


Presiding: Professor F. H. Elwell, Uni- 
versity of Wisconsin. 

Papers: “Simplification of Federal Tax 
Administration” by Professor William A. 
Paton, University of Michigan. 

“Current Problems in Cost Determina- 
tions” by Paul Grady of Price, Water- 
house & Co., New York. 

“Some General Cost Principles” by 
A. L. Prickett, Dean, College of Com- 
merce, Indiana University. 


Luncheon 
Afternoon Program 


Presiding: Professor E. A. Heilman, 
University of Minnesota. 

Papers: “Progress in CPA Legislation” 
by Professor Ralph L. Boyd, Western Re- 
serve University. 

“Qualifications for a Professional Ca- 
reer” by E. B. Wilcox of Edward Gore & 
Co., Chicago. 

“Accounting Principles and the Current 
Classification” by Stephen Gilman, Edu- 
cational Director, International Account- 
ants Society, Inc. 


Dinner 
“Testing for Aptitude,” Professor R. W. 


Tyler, Chairman, Department of Educa. 
tion, University of Chicago. 


Boston, OcTOBER 9, 1943 
Morning Program 


Topic: “Industrial Controllership and 
Cost Accounting.” 

Presiding: Charles W. Tucker of Charles 
W. Tucker & Co. 

Papers: “The Function of Industrial 
Controllership” by David R. Anderson, 
Controller, Kendall Co. 

“The Teaching of Industrial Account- 
ing” by Professor Wyman P. Fiske, Massa- 
chusetts Institute of Technology. 


Luncheon 


“What Next in Europe?” Professor J. 
Anton de Haas, Harvard Graduate School 
of Business Administration. 


Afternoon Program 


Topic: “The Teaching and Practice of 
Public Accounting.” 

Presiding: Professor Thomas H. San- 
ders, Harvard Graduate School of Business 
Administration. 

Papers: ‘Professional Accounting Prac- 
tice Today and Tomorrow” by Donald P. 
Perry of Lybrand, Ross Bros. & Mont- 
gomery. 

“Training for the Public Accounting 
Profession” by Professor Richard’S. Claire, 
Harvard Graduate School of Business Ad- 
ministration. 


St. Louis, NovEMBER 30, 1943 
Morning Program 


Presiding: Wm. Charles of Price, Water- 
house and Co., St. Louis. 

Papers: “Educating the Accountant to 
Meet his Postwar Responsibilities” by 
Professor F. H. Elwell, University of Wis- 
consin. 

Round Table: “Business Education after 
the War.” Panel Discussion by— 
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Professor S. A. Marsh, Washington Uni- 
versity 
Professor H. T. Scovill, University of 
Illinois 
Professor R. D. M. Bauer, University of 
Missouri 
Dean R. M. Cantwell, St. Louis Uni- 
versity 
Dean W. H. Stead, Washington Uni- 
versity 
Luncheon 
Topic: ‘Practice of Accounting Under 
Regulatory Laws” 
Presiding: Edwin H. Wagner, Sr., of 
Touche, Niven & Co., St. Louis. 
Round Table: 
“The Missouri Law,” L. J. Muren 
“The Illinois Law,” H. T. Scovill 
“The Wisconsin Law,” F. H. Elwell 


Afternoon Program 


Joint Meeting with the Missouri Society 
of Certified Public Accountants 


Presiding: A. H. Hebrank, President, 
St. Louis Chapter, Missouri Society of 
Certified Public Accountants. 

Papers: ‘Special Relief-Excess Profits 
Tax” by J. A. Phillips, Vice-President, 
American Institute of Accountants. 

“Current Tax Payment Act—December 
15 Declarations” by O. E. Fischer of Peat, 
Marwick, Mitchell & Co., St. Louis. 


Dinner 
Joint Meeting with St. Louis Chapter, 
National Association of Cost 
Accountants 

Presiding: Professor John J. Lang, St. 
Louis University. 

Papers: “War Contracts, Cost and 
Profits’ by Victor H. Stempf, President, 
American Institute of Accountants. 


BERKELEY, DECEMBER 18, 1943 


Morning Program 


Presiding: Professor Perry Mason, Uni- 
versity of California. 
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Round Table: ‘“‘Wartime and Postwar 
Problems in Teaching Accounting.” Panel 
Discussion by— 

Dean E. T. Grether, University of Cali- 

fornia 

Professor Barrett F. McFaden, Stan- 

ford University 

Professor Victor E. Storli, Fresno State 

College 

Professor Robley E. Passalacqua, Sacra- 

mento Junior College 

Dean Myron M. Strain, Golden Gate 

College 
Luncheon 


“Replacement and Book Value,” Pro- 
fessor Henry R. Hatfield, University of 
California. 

Afternoon Program 


Presiding: Professor Maurice Moonitz, 
Stanford University. 

Papers: ““War Contract Renegotiation,” 
by Professor Leonard A. Doyl, University 
of California. 

“Accountants in OPA” by J. F. Halter- 
man, Office of Price Administration, San 
Francisco. 

“Accountant-Attorney Cooperation” by 
Professor Samuel D. Thurman, Jr., Stan- 
ford University. 

“Some Problems of Labor Union Audit- 
ing” by C. C. Meredith, National Labor 
Bureau. 


A MESSAGE FROM THE RETIRING 
PRESIDENT 


Problems of 1943. The wartime emergen- 
cies did not by-pass the Association; we 
were no more sheltered than others. As a 
result, many important questions, new to 
our experience, had to be faced in 1942, 
and others in 1943. 

Some of the questions were these: 
Would abandonment of the annual con- 
vention in 1942 (necessitated by restric- 
tions on travel and congestion in hotels) 
and the use of mail ballots for election of 
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officers tend to weaken the confidence or 
interest of the membership? Could the 
inescapable decrease in the number of 
papers available for publication be quickly 
overcome so that the AccounTING RE- 
viEW could be kept going? Was there a 
chance that emergency conditions would 
result in cancellation of advertising con- 
tracts, severe decreases in membership, 
and further restrictions upon Association 
activity? 

Some of the answers are becoming clear: 
The Association has come through the 
year in good financial condition: the mem- 
bership has held up well in spite of un- 
usual conditions and the lack of an early 
campaign for members; the quarterly is- 
sues of the AccouNTING REvIEW have 
come along in orderly succession, thanks 
to the codéperative efforts of many people; 
and the Association, through the regional 
programs, has come in contact with more 
people in business and the profession than 
is usually the case. 

In the name of the Association I wish 
to thank all who helped to bring these 
problems to such a successful solution; and 
I wish personally to urge upon them and 
all others who are available a comparable 
measure of loyal support and assistance to 
the new officers. We will not be out of the 
woods for some time yet. 

Membership Activities. Owing to a vari- 
ety of causes no membership campaign was 
conducted during the year. However, work 
that started late had the result by the 
middle of February of cancelling the 1943 
deficit of 50 members by showing 51 new 
members. Two experiments were carried 
on in an attempt to select a way which 
could become standard procedure for 
someone who might be given continuing 
responsibility for keeping up a steady pres- 
sure for members and a working fund to 
be used for this purpose. For $300 several 
states could be canvassed each year. 
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After a revised pamphlet was printed 
outling the Association’s purposes and ac. 
tivities, this together with a reprint of the 
table of contents of a recent issue of the 
ACCOUNTING REVIEW was sent by the 
president to about 130 accounting teachers 
in the smaller schools in Minnesota, Iowa, 
Illinois, and Michigan. (Address lists were 
prepared by an Association member in 
each state.) Result: 7 new members; nota 
very successful return in this year of school 
depression. 

Professor D. Lyle Dieterle of Indiana 
University conducted an experimental 
state campaign. He sent out 500 mimeo- 
graphed letters by first class mail, enclos- 
ing a 3¢ self-addressed envelope for reply. 
By February 21 there had been new mem- 
bers secured and enough more are expected 
to make a 10 per cent effective result. 
Counting only postage, $30 (nothing for 
paper, typing etc.), the cost is 60¢ per new 
member. Most of these returns came from 
non-teachers; the basic mailing lists were 
made from the membership of the state so- 
ciety of CPA’s and the state chapters of 
NACA. 

These results could no doubt be dupli- 
cated in a number of states if the attempt 
were fully planned and carefully executed. 
Of course it needs no repetition that mem- 
bers should be consistently solicited in the 
schools after this depression has passed. 

Regional Programs. I believe that re- 
gional programs can be used again with 
advantage in new areas. There are several 
reasons. Travel restrictions are likely to 
continue; legislation, especially by a small, 
almost local convention, is still inappropri- 
ate under present conditions; the number 
of people reached in several regional pro- 
grams has been very satisfactory and the 
papers have been on timely subjects; the 
AccouNTING REviEw needs the support 
that these papers can provide; the expense 
of the local programs has been modest and 
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no important new burdens have fallen 
upon the officers as a result of the several 
programs. 

It should perhaps be said once more 
that regional programs, however advan- 
tageous in the emergency, should not be 
considered a precedent for a permanent 
policy. Suggestions looking toward estab- 
lishing regional chapters of the Association 
have been declined by the executive com- 
mittees several times in past years. Al- 
though some members on the West Coast 
believe that more good than harm would 
result if these were permitted, they have 
nevertheless loyally supported the na- 
tional conventions, when we had them, by 
attending and helping whenever possible. 

Monographs. In my opinion a way 
should be found to separate research by 
Association committees and the work of 
securing and editing monographs pub- 
lished through the life membership fund. 
Publication of monographs is a most de- 
sirable Association activity, but it is not 
Association research. If the Association has 
something to say, its statements would 
best come from special committees rather 
than from the executive committee as such. 

I am especially appreciative of the work 
done this year by W. A. Paton, George D. 
Bailey, and Stephen Gilman, the three 
serving as a committee on monographs. If 
the paper shortage had not interfered we 
would have had important concrete results 
before now. 

The time may come when monographs 
will be regularly supervised by a small 
committee whose chairman as a regular 
practice will also be a member of the edi- 
torial board that supervises the ACCOUNT- 
ING Review. If then the third member of 
that board should relieve the secretary’s 
office of the burden of making advertising 
contracts and getting advertising copy to 
the printer, the result would be to bring 
all publication activities under the com- 
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mittee system, and still preserve a useful 
degree of concentration. 

Educational Research. It seems to me 
that practicing accountants have a meas- 
ure of responsibility: (1) for pointing out 
the objectives of accounting education; (2) 
for training staff men beyond the work 
given in college courses; and (3) for stead- 
ily expanding the area where a definite 
amount of education is a prerequisite for 
taking the CPA examination. On the other 
hand, I consider that the Association has 
a major responsibility for carrying on re- 
search which is pointed toward improved 
curriculums of study. It is not easy to de- 
vise ways and means of carrying out any 
of these responsibilities. Educators par- 
ticularly face trying problems in this con- 
nection because they must strive to give 
effect both to the increasingly social orien- 
tation of accountancy and to the growing 
complexity of its technical methods. 

I believe therefore that long-time proj- 
ects of research related to accounting 
education should be definitely planned and 
committees established to work on them. 
Such research need not be considered as 
aimed at suggesting programs of study 
that involve increased specialization in 
accounting techniques or that imply 
abandoning the idea of combining in due 
proportion professional education and cul- 
tural education in the same program. The 
accounting content of study programs has 
already been given constructive consid- 
eration in the Association; but the cultural 
aspect, usually considered as constituting 
forty to fifty per cent of the total program, 
has not received a similarly analytical dis- 
cussion. The present is an unusually good 
time to explore in detail the various ways 
in which certain amounts of certain cul- 
tural subjects could be fitted into a pro- 
gram wherein the primary emphasis was 
upon accountancy and its necessarily allied 
subjects. 
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Research Projects. The year 1944 might 
be a good time to organize four small re- 
search committees to consider four prob- 
lems: 


1. Can there be a satisfactory formulation of 
general principles regarding cost account- 
ing, as distinguished from descriptions of 
cost accounting methods? 

(This project was favorably discussed in the 

1943 executive committee and introduc- 
tory approaches have already been made by 
R. L. Dixon and A. L. Prickett.) 

Are the universities interested in being of 
assistance in formulating and in making 
practical use of psychological tests designed 
to reveal aptitudes for accounting work? 

(The American Institute of Accountants has 

established a committee to study, with as- 

sistance from psychologists, the possibilities 
of testing the aptitudes for a career in public 
accounting.) 

. What should be the content of the education 
of private accountants, if that is to be differ- 
ent from preparation for public accounting? 

4. What should be the content of the education 

of public accountants, especially in regard 
to the non-technical courses? 


~ 


In my judgment small committees 
should be appointed for each project and 
given a modest budget which would en- 
able the members to meet a few times each 
year. 

Supplementing these “working commit- 
tees,” it would be helpful if there were two 
large ‘“‘consultive committees.” State- 
ments for publication and proposals that 
originated in ‘‘working committees” could 
then be subjected before publication to ex- 
amination and comment (by correspond- 
ence) by members of a large “consultive 
committee” consisting of members of the 
Association working in relevant fields. As 
a result of this approach, any statements 
which finally emerged could be considered 
to reflect the thought of the Association to 
a higher degree than would be true of a 
proposal by a small committee alone. 

As to the membership of the larger com- 
mittees, the principal aim should be to 
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have them include a representative from 
each university which meets a few per- 
tinent standards. For the public account- 
ing committee the standard for the schools 
could be: 

1. Students may major in accountancy for a 
bachelor’s degree. 

2. At least thirty semester hours (or the equiv- 
alent) of accounting courses are regularly 
available. 

3. The work regularly offered towards a bach- 
elor’s degree includes separate courses in 
CPA problems, auditing, accounting theory, 
commercial law, and income tax. 

4. The teaching staff includes two or more Cer- 
tified Public Accountants. 


For the private accounting committee 
the standards for the schools could be: 

1. Students may major in accountancy for a 

bachelor’s degree. 

2. At least thirty semester hours (or the 
equivalent) of accounting courses for a de- 
gree are regularly available. 

3. The work regularly offered towards a bach- 
elor’s degree includes a total of at least ten 
semester hours in cost accounting, industrial 
accounting systems, managerial accounting, 
budgeting, controllership, and like courses. 

I make these recommendations in the 
belief that useful purposes would be served 
by a continuing exchange of ideas about 
educational programs, and that it would 
be helpful if hypothetical programs, vari- 
ously designed to serve differing objectives 
and different types of schools, were pre- 
pared and circulated for criticism and com- 
ment. Out of such discussions clear ideas 
of new possibilities for educational service 
might develop. 

If it is worth while to advocate the es- 
tablishing of educational requirements for 
admission to CPA examinations, it is also 
worth while to study ways of making edu- 
cation more and more effective as a foun- 
dation of the profession. 


REPORT OF SECRETARY-TREASURER 


The net income of the General Fund for 
the year 1943 amounted to $1,265.80. This 
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compares with $2,205.39 for 1942. The 
difference is accounted for, principally, 
through a decrease in ACCOUNTING RE- 
view subscription revenue of $381.32 and 
increases of $259.18 over the negligible 
convention expenses of 1942, and $399.01 
net increase in all other expenses. De- 
ferred subscription income amounting to 
$1,239.55 compares with $722.40 for 1942. 

« The increase in this figure indicates a de- 
cided increase in subscription activity and 
will bring about a substantial increase in 
subscription income for 1944. 

Membership in the Association suf- 
fered a net decline of 50 during 1943. This 
may be attributed in part to the war, but 
principally to the fact that no membership 
campaign was put on until late in the year. 
Details of changes in membership for 1943 
are as follows: 


Number of members at December 31, 1942 1,260 
New members in 1943. 81 
1,341 
Resignations in 1943. 57 
8 
“Ky Membership at December 31, 


Rosert L. Dixon 


AUDITOR’S REPORT 


January 20, 1944 
American Accounting Association: 

We have examined the balance sheets of the 
General Fund and the Life Membership Fund of 
the American Accounting Association as of 
December 31, 1943, and the statements of income 
and expense for the year then ended, have re- 
viewed the accounting procedures of the Associa- 
tion and, without making a detailed audit of the 
transactions, have examined or tested accounting 
records of the Association and other supporting 
evidence, by methods and to the extent we deemed 
appropriate. Our examination was made in ac- 
cordance with generally accepted auditing stand- 
ards applicable in the circumstances and included 
all procedures which we considered necessary. 
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In our opinion, the accompanying balance 
sheets and related statements of income and ex- 
pense present fairly the position of the General 
Fund and the Life Membership Fund of the 
American Accounting Association at December 
31, 1943, and the results of operations for the 
year, in conformity with generally accepted ac- 
counting principles applied on a basis consistent 
with that of the preceding year. 

Ernst & ERNST 
Certified Public Accountants 


BALANCE SHEET—GENERAL FUND 
American Accounting Association 
December 


31, 1943 
Assets 
United States Savings Bonds, 
Dues receivable............ $ 618.00 
Subscriptions receivable. ... . $ 98.00 
$6,957.06 
Liabilities and Surplus 
Due to Life Membership Fund........... $ 276.63 
Deferred income: 
Subscriptions............ 1,239.55 
Advertising.............. 200.00 1,674.55 
Surplus: 
Balance at December 31, 
$3,740.08 
Net income for the year 
ended December 31, 1943 1,265.80 5,005.88 
$6,957.06 


STATEMENT OF INCOME AND EXPENSE— 
GENERAL Funp 


American Accounting Association 


Year ended December 31, 1943 
Income 
Subscriptions............ 1,853.18 
Advertising.............. 1,392.00 
Miscellaneous............ 29.07 $7,893.25 
REvIEw— 
publication cost........ $3,339.25 
AccounTING REVIEW— 
200.89 
AccounTInG REVIEw— 
Editorial Board........ 6.40 
Provision for uncollectible 
00 
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Provision for uncollectible Net Worth 
subscriptions $ 63.10 Contributions of life members 

Printing, postage, and sta- Transfers from General Fund 
tionery 365.90 Surplus: 

Clerical expenses 281.50 

Telephone and ;telegraph.. 40.99 
mailing 39.12 December 31, 1943 

Secretary’s compensation. . 500.00 

Executive Committee ex- einer 


Convention expenses 271.87 


Nomination Committee ex- 
191.63 
STATEMENT OF INCOME AND ExPENSE— 
179.20 Lire MEMBERSHIP FUND 


Miscellaneous expenses. . . . 233.13 $6,627.45 American Accounting Association 
Year ended December 31, 1943 


Net Income $1,265.80 Income: 


Sale of 
on it 
BALANCE SHEET—LIFE MEMBERSHIP FUND on Sav- 
American Accounting Association ings Bonds, Series F 
December 31, 1943 
Expense: 
Royalties 
. Cost of printing index to Ac- 
Accrued interest on bank account 35.67 COUNTING RE 
United States Savings Bonds Provision for bad debts—mono- 
—Series F: 
Maturity value 
Less discount 


Accounts receivable— Less American Institute of Ac- 


monographs . countants’ share of profit on sale 
Less reserve of Monograph No. 


Account receivable from American Insti- Net Income 


5,000; 
$ 739,65 . 
176.35 
$260.41 
70.00 
17.00 $347.48 
$ 6.01 
39.55 a 
26.00 7 
9.13 80.8) 
$266.98) 
90.377 
$176.38 
Due from General Fund................ 276.63 4 
$8,416.00 4 
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